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PREFACE 


It is hoped that this volume will help to increase the 
efficiency of bank audits and examinations, whether made by 
directors, public accountants, or government or state exam- 
iners. It is based on ten years’ experience and study of the 
present methods of examining financial institutions. Its 
preparation has been prompted by the complete lack of any 
educational material on the subject other than an occasional 
magazine article. 

Some audits and examinations of banks and trust com- 
panies are made for the purpose of determining their solvency; 
others are made to ascertain the worth and value of loans ; and 
still others are made for the purpose of verifying a few of the 
assets or liabilities, disregarding entirely the other items owned 
by, or owed to the bank. In these pages an attempt has been 
made to outline the procedure to be followed so that with the 
same expenditure of time as is now very often taken in a 
partial audit a complete examination may be made, which will 
provide all the data usually obtained in audits and in addition 
information which can be used to good advantage by the 
managing officers of the institution. 

The need of complete examinations is felt all over the 
country as a matter of protection to the depositor and the 
stockholder. The examinations made by supervising authori- 
ties must of necessity be limited, and therefore must pass over 
and disregard many important points. Consequently, exami- 
nations made by the directors or those whom they designate 
must be complete in every sense of the word. They must, in 
fact, involve the audit of all the transactions of the bank. 
Many of the shortages in funds which are uncovered from 
time to time in banking institutions are caused by the mis- 
appropriation of income earned by the bank, which an 
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examination of simply the assets and liabilities of the bank, 
no matter how exhaustive, never brings to light. 

Throughout this volume the person in charge of the pro- 
cedure is designated as “examiner. 55 He may be a director, a 
public accountant or a government examiner. This title has 
been used so as not to confuse it with auditor, the internal 
examiner of the bank. Similarly, the procedure outlined is 
referred to as an “examination/ 5 although the scope of the 
work includes both the process of examining the assets 
and verifying the liabilities, as well as the auditing of the 
transactions which have occurred and of the collection and 
disbursement of income. 

John I. Millet 

Philadelphia, Penna., 

January 5, 1927. 
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CHAPTER I 


OUTLINES OF BANK ORGANIZATION 

Types of Batiks The audit procedure, as it appears in 

subsequent pages, has been developed to cover all types of 
banks, although it is necessary that the examiner have a 
knowledge of general banking, or at least be acquainted with 
the different types of bank organizations and their operations. 
The different types of banks which may be examined may be 
divided into the following classes : 

1. National banks 

2. State banks 

3. Trust companies 

4. Savings banks 

5. Unincorporated banks 

A brief description of the differences between these forms of 
organization follows. 

National Banks National banks are formed under the 

federal laws, and are primarily commercial banks. Their 
liabilities are for the most part payable on demand (although 
in a number of cases a good many time accounts are carried). 
Consequently the assets of such a bank should be of a very 
liquid > nature. Loans are usually made for short maturities, 
and a certain portion of the investments are of a kind which 
can easily be sold if funds are required. Certain restrictions 
are placed upon investment and loaning policies of these banks 
so as to make them keep their assets reasonably safe and liquid. 
For instance, investment in stocks of industrial and similar 
companies is prohibited, unless taken in settlement of debts. 
Loans on real estate are not allowed except under certain con- 
ditions, and then are restricted in total amount. Specific 
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limitations are also placed upon the total amount of loans 
which may be made to any one person or concern. No real 
estate can be held other than “such as shall be necessary for its 
immediate accommodation in the transaction of its business.” 
Real estate taken in settlement of a previous loan may be held 
for a period of five years. 

Formerly one of the principal functions of national banks 
was the issuing of national bank notes, but since the inception 
of the Federal Reserve System, the national bank notes have 
not maintained their previous importance in our currency 
system. Any national bank may issue circulating notes up to 
the amount of its capital after depositing the required security 
with the United States Treasurer. 

All national banks are members of the Federal Reserve 
System by operation of law ; consequently they are subject to 
all the provisions of the Federal Reserve Act, and the National 
Banking Act in points not covered by the Federal Reserve Act. 
The reserve which banks are required to carry is outlined in 
the Federal Reserve Act and must be carried in full with the 
federal reserve bank of their district. The computation of the 
reserve varies, depending on whether the bank is located in a 
central reserve city, a reserve city, or elsewhere. The Comp- 
troller of Currency at Washington, D. C., has direct super- 
vision of the banks, but this is shared to a certain extent with 
the various federal reserve banks. 

The Federal Reserve Act permits the Federal Reserve 
Board to authorize national banks to operate trust departments. 
Many of the banks also operate safe deposit and bond depart- 
ments, although there is no direct provision in the statutes 
permitting the operation of these departments. As a conse- 
quence some banks have formed separate companies to provide 
the required service for their customers. Branch banking is 
prohibited. 
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State Banks. — State banks are all those organized under 
the various state laws, mostly for commercial banking, 
although in a great many cases savings or time deposits are 
equal to, if not greater than the demand deposits. There is 
no uniformity in the state banking laws, and the law of each 
state must be consulted to ascertain the powers and restrictions 
of a certain bank. As a general rule it may be stated that the 
restriction of state banks is less severe than that imposed upon 
the national banks. 

There is usually little or no restriction on real estate loans, 
as the making of real estate loans often forms the largest part 
of their business. The minimum capital requirements are less 
than that required for national banks, and consequently state 
banks are favored in smaller communities. The banks are 
under the direct supervision of banking secretaries or commis- 
sions, and upon fulfilling certain conditions may become 
members of the Federal Reserve System. 

The reserve requirements in each state are different, as the 
rates vary, but in most instances portions of the reserve may 
consist of amounts on deposit with other banks or certain 
securities. Members of the Federal Reserve System must com- 
ply with the reserve requirements of the Federal Reserve Act. 
State banks which are also members of the Reserve System are 
in some cases required to carry two reserves, so as to conform 
to the federal reserve requirements and the state requirements, 
although most states will and have accepted the federal reserve 
requirements in lieu of their own. 

There are some restrictions on branch banking, although 
not as strict as those imposed on the national banks. Upon 
request most state banks may operate trust, safe deposit, title, 
surety and investment departments, with very little or no 
restrictions. 

Trust Companies — These are corporations empowered to 
act in a fiduciary capacity and are formed under state laws. 
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In some cases they are organized under general corporation 
laws, and in others under special statutes or portions of the 
banking laws. There are very few trust companies which 
simply act as trustees. Invariably there is a banking depart- 
ment which transacts a general banking business under the 
Trust Companies Act, or if there is no such act, under the gen- 
eral banking laws of the state. The banking department of the 
trust companies is usually subject to the same control and 
supervision as regular state banks. 

Prior to the enactment of the Federal Reserve Act the 
national banks were not permitted to act in a fiduciary capacity. 
In order to do so and provide this service for their customers, 
many banks organized trust companies under state statutes and 
in most cases these companies have been continued. Such 
trust companies usually confine their activities to acting in a 
fiduciary capacity for individuals or corporations. 

Trust companies operating a general banking department 
may, upon fulfilling certain conditions, become members of the 
Federal Reserve System, thus enjoying its privileges and 
making themselves amenable to its regulations. 

Savings Banks — Savings banking is not confined to insti- 
tutions known as savings banks, for most national banks, state 
banks and trust companies operate savings departments; but 
there are banks formed for this express purpose. They are 
state institutions formed for the purpose of encouraging thrift, 
"receiving on deposit and for safekeeping such sums, usually 
small, as shall be offered, aggregating them for the benefit of 
the depositors as a whole, repaying such deposits on demand 
or on legal notice with such interest as the profits of the 
corporation will permit.” 

Deposits are practically all time accounts, while investments 
consist for the most part of mortgages and good bonds. Cer- 
tain reserves on deposits are required, which vary according 
to the state. There are also restrictions on the form of 
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investments in a good many of the states. The corporate 
organization may be either the regular stock company or a 
mutual company. In the mutual form all earnings belong to 
the depositors. 

Unincorporated Banks. — Unincorporated or private banks 
are similar to any other form of private business. As a conse- 
quence the supervision exercised in the case of corporate 
banking companies is impossible. Hence such private bankers 
are engaged in all forms of banking without restriction. The 
possible danger from this source is being recognized, and in a 
number of states private bankers must submit to a certain 
degree of control and supervision. But in one state, at least, 
they can relieve themselves of this supervision by filing a bond 
or securities with the state banking department. 

Other Banks — There are other forms of banks which the 
examiner may come in contact with, but the foregoing descrip- 
tion covers the more familiar types. The description as given 
is not complete, but merely represents an attempt to set forth 
the principal characteristics of each of these types. 

Forms of Records. — It is impossible to give a list of the 
books and records to be found in the various banks, as they 
will vary according to the type of business transacted by the 
bank and its location. Some banks will be found with very 
modern systems, practically all loose-leaf books, while others 
will be found with the older methods of bound books. 

However, it might be well to consider briefly the depart- 
mental organization of a bank and the fundamental records 
which they must keep. The departments found in most banks 
with which the examiner must come in contact are as follows ; 

x. Receiving department 

2. Clearing department 

3. Transit department 

4. Collection department 
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5. Bookkeeping on deposits 

6. Loans department 

7. Paying department 

8. Foreign exchange department 

9. Trust department 

10. Safe deposit department 

xi. Real estate department 

12. Title insurance department 

13. Surety department 

Sometimes these departments are found as separate units 
but very often they are combined with others. All of these 
departments, if operated as separate units, prepare a proof or 
settlement sheet at the close of each business day. On this 
proof sheet they charge themselves with all items received and 
credit themselves with their disposition. When balanced these 
sheets are sent to the general ledger bookkeeper, where they 
serve as the basis for the charges and credits to the different 
accounts. Registers are maintained in each department, show- 
ing the business transacted by it. Those most commonly met 
with are the register of discounts, loans, mortgage loans, items 
received for collection, cashier’s or treasurer’s checks issued 
and certificates of deposit issued. The record of collateral, 
held and the liability ledgers are operated in or through the 
loan department. Accounts with correspondent banks are 
generally kept in the general ledger, and separate registers are 
maintained for each account, showing, the drafts drawn upon 
them. Depositors ledgers and records of certifications, as well 
as overdrafts, are kept in the bookkeeping department. Some 
banks keep a duplicate set of records of the depositors’ accounts, 
one serving as the permanent record and the other as the 
regular monthly statement. 

The general ledger, containing all asset and liability 
accounts, as well as the investment ledgers, containing a 
detailed list of all investments held by the bank, is usually 
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kept by one of the minor executives. A statement is prepared 
each day showing the current financial condition of the bank. 
A separate set of accounts, both general ledger and detail, are 
carried for the trust department, as the trust accounts do not 
appear upon the general books of the bank. Ledger accounts 
■are carried with each trust, showing the principal and undis- 
tributed income, and the items in which the funds have been 
invested. 

Registers or day to day records are also carried in the safe 
deposit, surety, and title insurance departments. In the foreign 
exchange departments will be found ledger accounts with 
foreign banks, remittance advices, draft advices, record of 
letters of credit issued or guaranteed, record of travelers’ 
checks, record of exchange bought and sold, etc. 

Income and expense analyses or registers are carried in 
which the income is posted daily as received, and the expenses 
as they are approved. A cash book, or journal cash book, is 
usually maintained, in which all the entries for the day are 
collected, as well as the journal entries for adjustments, and 
similar items. Many other records of a subsidiary nature will 
be found as the examiner progresses with his work, but the 
principal ones have been mentioned in the incomplete list given 
above. It should be remembered that whenever the bank incurs 
a liability, acquires an asset, settles a liability, or disposes of 
an asset, a written record is made of the transaction as soon 
as it occurs. These records may be in the form of a register 
or may be loose-leaf. At the close of each business day the 
new entries are totaled and posted to the proof sheets, which 
are then sent to the general ledger bookkeeper for entry in the 
cash book, or for direct posting depending on the system in use, 
Consequently, these registers form the books of original entry 
and must be referred to in all cases by the examiner. The part 
each one plays in the verification of the different accounts is 
discussed under the different headings throughout the volume. 
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Assets and Liabilities. — The assets and liabilities of all 
banks are practically the same, and the following list is fairly 
representative of the items that will be found in most cases. 

Assets 

1. Cash on Hand and in Vaults 

2. Cash Items 

3. Checks on Other Banks in same town 

4. Exchanges for Clearing House 

5. Due From Federal Reserve Bank — Deferred Credits 

6. Due From Federal Reserve Bank — Lawful Reserve 

7. Due From Other Banks — Correspondents 

8. Loans and Discounts 

9. Overdrafts 

10. Bonds and Mortgages 

11. Judgments 

12. Stocks and Bonds 

13. Redemption Fund — United States Treasurer 

14. Customers' Liability under Letters of Credit 

15. Customers' Liability under Acceptances 

16. Interest Earned but not Collected 

17. Banking House 

18. Furniture and Fixtures, Vaults, etc. 

19. Other Real Estate Owned 

20. Securities Borrowed 

Liabilities 

1. Demand Deposits: 

(a) Business Accounts 

(b) Individual Accounts 

(c) Certificates of Deposit 

2. Certified Checks 

3. Treasurer's or Cashier's Checks 

4. Due to Federal Reserve Bank 

5. Due to other Banks 

6. Unpaid Dividend Checks 

7. Time Deposits: 

(a) Business Accounts 

(b) Individual Deposits 

(c) Certificates of Deposit 

(d) United States Postal Savings 
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9- 

10. 

11. 

12 . 
I 3* 

14. 

IS- 

16. 

17- 

18. 

19. 

20. 

21. 

22. 
23- 


United States or Other Governmental Deposits 
Circulation 

Letters of Credit Outstanding 
Acceptances Executed for Customers 
Notes Payable 
Rediscounts 

Reserve for Depreciation on Building 
Reserve for Depreciation on Furniture, etc. 
Reserve for Depreciation on Securities 
Reserve for Interest, Taxes and Expenses 
Interest Collected but Not Earned 
Securities Borrowed 
Capital Stock 
Surplus 

Undivided Profits 
Profit and Loss 


There will be other accounts peculiar to different banks, 
and quite often the accounts noted above may be subdivided 
into several different accounts. 



CHAPTER II 

DATA REQUIRED FOR EXAMINATION 

Preliminary Survey of Bank. — When it has been decided 
that a bank is to be examined, a brief survey should be made 
of the institution by the person who will supervise the exami- 
nation. This is not necessary if previous examinations have 
been made, or if the examiner is intimately acquainted with the 
routine of the bank. The survey should reveal a number of 
points which will be of help in examining the bank and in 
making the examination complete. The number of tellers 
handling cash and the points at which they are located should 
be obtained. This makes it possible for the person in charge 
of the examination, i.e., the director or chief examiner, to have 
a sufficient number of men on hand to count all the cash 
simultaneously or else know that certain points must be sealed 
until they can be counted. Then, when the bank is entered, 
it is done with a definite plan, and there is not the hesitation 
and indecision noticeable in the making of some examinations. 
This also prevents the possibility of making the cash count 
only to find later that one or two tellers having cash in their 
possession were neither sealed nor counted in. 

It is also wise to learn the time at which business ceases 
for the day. In most banks it is three o’clock, but in some it 
is the custom to remain open until a later hour on certain days, 
and in others to stay open until midnight. This information 
will enable the examiner to be on hand to check in the new 
teller or tellers so as not to interfere with the operation of the 
bank, and to give him complete control of the situation. 

The location and number of files of investments, collateral, 
safekeeping and notes should be ascertained so that they may 
be sealed upon entering the bank. The question of sealing 
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these items is discussed in the next chapter. In addition to 
the above, public bank examiners will find the following data 
very useful in planning their work, and in deciding the number 
of men required and the length of time the examination 
should take. 

1. Number of tellers receiving. 

2. Number of tellers paying. 

3. Do tellers both pay and receive ? 

4. Number of note tellers. 

5. Number of other tellers. 

6. How many of them handle cash? 

7. Number of items of loans. 

8. Method of filing loans. 

9. Number of collateral loans. 

10. Is collateral in good shape for examining, that is, are 

receipts and records of substitution in order? 

11. Number of mortgages carried as security on loans. 

12. Number of mortgages carried as investments. 

13. Method of filing these mortgages. 

14. Number of items of securities owned. 

15. Number of correspondent banks. 

1 6. How often are accounts reconciled? 

17. Member of the federal reserve system. 

18. Number of commercial accounts. 

19. Number of savings accounts. 

20. Hand posted or machine posted ledgers. 

21. Are separate controls carried on each ledger? 

22. How often are detail accounts balanced with control? 

23. Are cashier’s checks, drafts, etc., in good order for 

auditing ? 

24. Are Christmas, vacation or other clubs carried? 

25. Approximate number. 

26. Number of other departments carried, that is, safe de- 

posit, real estate, trust, title insurance, surety, etc. 

27. Names of principal officers, 

28. How long since last audit by accountants? By gov- 

ernment examiners ? By directors ? 
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29. What period is to be audited ? 

If a trust department is maintained : 

30. Number of trusts carried. 

31. Number of mortgages and how filed. 

32. Number of securities and how filed. 

33. Number of corporate trusts. 

On safekeeping : 

34. Number of items carried for safekeeping. 

35. Are they to be examined in detail ? 

It is also well to find out if it is possible to work at nights, 
and if so, for how long. It is often advisable to use a large 
group of men for the first few days and nights and then release 
them so that they can be used elsewhere. It should also be 
ascertained if there are any branch banks maintained. If so, 
the same information obtained concerning the main office 
should be obtained concerning the branch. 

Laying Out the Routine — After obtaining the foregoing 
information the examiner or director in charge of the exami- 
nation should proceed to lay out or plan the routine to be 
followed by his assistants and himself. The routine should 
show clearly the items to be examined and audited, and the 
extent to which the verification is to be carried. The extent or 
scope of the examination will, of course, depend on the amount 
of time that can be devoted to the examination, although in 
any event all items of assets and liabilities should be verified. 
The verification of these items should not be limited. 

If the examination is one being made for the directors by 
public accountants, it will probably be to the advantage of both 
parties to draw up and approve the items to be examined 
and the nature of the verification; thus, in the case of loans, 
whether they are to be verified by correspondence ; in the case 
of deposits, what verification other than a trial balance, etc., 
until all items have been mentioned, This not only prevents 
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possible misunderstanding but also leads to a discussion of the 
advantage and necessity of the different types of examination. 
So far as the public accountant is concerned, however, he 
should be very careful not to permit the elimination of any 
vital part of the examination. He should bear in mind that 
his examination will be given more or less attention and should 
any irregularity be discovered subsequently, the general public 
will not know, and the directors will probably forget, that he 
was instructed not to do certain portions of the audit. 

The Order of the Examination — The order of the exami- 
nation is important, but will vary somewhat depending on the 
type of bank being examined. Invariably all cash is counted 
Upon entering the bank, and at the same time all items possible 
of manipulation are sealed. The balance of the order is 
optional. In most cases the following can be followed to 
advantage : 

1. Assign men to count cash. 

2. Seal all cash which cannot be counted. 

3. Seal all files and safe containing items which can be 

manipulated. 

4. Verify exchanges. 

(All of the above should be done the first night and the fol- 
lowing subsequently:) 

5. Secure trial balance of general ledger. 

6. Run ledgers. 

7. Send out letters of verification on various items. 

8. List loans. 

9. Check out and prove collateral. 

10. Inspect and list investments. 

11. Inspect and list mortgages. 

This would be followed by the various auditing operations 
and the examination of other items, the order of which would 
depend on the number of men available and the convenience of 
the bank under examination. In many cases the ledgers are 
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run the first night of the examination and in many others the 
loans and collateral files are inspected at the same time. 

The Personality of the Examiner — No small part of the 
success of the examination will be due to the personality of the 
examiner. Ordinarily the examination must be completed as 
quickly as possible, and in order to do this, at least the passive 
co-operation of the personnel of the bank should be obtained. 
This cannot be obtained by a gruff, overbearing manner. On 
the contrary the examiner and his assistants should maintain 
an attitude of helpfulness and constructive criticism towards 
the bank employees. The assistants used should be thoroughly 
trained in their work. This will save the time of the chief 
examiner or supervisor, will eliminate adverse criticism, and 
will insure an efficient and complete examination. 

Peter G. Cameron, Secretary of Banking, Pennsylvania, 
who has done much to advance the type and efficiency of 
examination by state examiners, in the Annals of the American 
Academy of Political Science for May, 1924, has stated: 
“There is perhaps no official position that requires a higher 
order of ability and greater thoroughness and conscientious- 
ness in the performance of duty than that of bank examiner, 
because of the great interests with which bank examiners have 
to deal and the accompanying vast responsibility. Many may 
be fully competent to discharge the important duties of a bank 
examiner so far as training and experience are concerned, but 
unless he possesses strict integrity of character and a determi- 
nation to faithfully discharge every duty, he lacks two most 
essential qualifications and is as much a menace to the repu- 
tation of his superior officer and the safety of the funds of 
the depositing public as is the incompetent or dishonest 
examiner.” He stated that the qualifications for a good 
examiner were a good education; a thorough knowledge of 
accounting, particularly bank accounting; a thorough knowl- 
edge of banking and kindred laws; good judgment in apprais- 
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ing assets and strength of character, moral courage, tact, 
discretion, diplomacy and courtesy. 

The above was written with particular reference to state 
examiners, but is equally applicable to all others. State exam- 
iners are primarily interested in the solvency of the bank for 
the protection of the depositors, but the directors’ examination, 
whether made by them or through them, not only includes that 
responsibility but also a similar responsibility to the stock- 
holders — that their investment is being protected and that all 
earnings are being properly accounted for. 



CHAPTER III 


STARTING THE EXAMINATION 

The only real audit or examination is one which is made 
internally continuously as the transactions take place. But 
very few banks have their routine of operation laid out in 
such a manner as to permit of a continuous audit, or care to 
go to the expense of one. Consequently, in such cases an 
external audit and examination must be thorough and complete. 

It must be complete in every respect, and it is impossible 
for an examination to be so if only certain items or portions 
of them are examined at a time. A little thought will show 
the truth of this statement, for there is constantly taking place 
in all banks a change of funds from one type of asset to 
another. Cash is deposited by a customer which increases the 
cash account with a corresponding increase in the deposits. 
The bank purchases new investments, and there is a reduction 
in the cash account and an increase in the bond account. The 
bank makes a loan to a customer, and there is an increased 
liability to the customer in the form of a deposit with a similar 
increase in the asset account of loans, represented by the cus- 
tomer's note. Other banking transactions could be followed 
through, and it would be found that the balances of all accounts 
are constantly changing. The statement of assets and liabilities 
prepared at the close of business one day will be entirely 
different from one which might be prepared an hour after the 
bank opens for business the next day. 

Necessity for Complete Examination. — To count the cash 
today without examining the rest of the bank, or to take off 
a trial balance on depositors' accounts without verifying all 
the other items at the same time, is futile. It does not prove 

18 
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anything but that so much cash was on hand and that it was 
in agreement with the balance in the controlling account in 
the general ledger. It does not prove that all the cash that 
should have been on hand, was on hand and had been counted. 
There is such a stream of transactions passing in and out of 
the cash account that before the cash can be said to be counted 
and verified, it is necessary that all accounts affiliated with it 
must be verified also. This means that all assets and all lia- 
bilities must be verified. For example, a customer may come 
in and pay off a note of $5,000. The money is kept by the 
teller and the item is not entered on the bank’s records until 
the next day or next week. If the cash is taken that night 
and counted, it will balance exactly with the controlling account 
and on the surface it will appear to be correct, although there 
is an actual shortage of $5,000. In the case mentioned it 
would be necessary to examine the loans to make certain that 
the cash account was correct. Even then a definite statement 
could not be made that the account was right, for it might be 
that there would be recorded a disbursement of $1 0,000 for 
the purchase of certain securities. It would be necessary to 
show that these stocks and bonds were on hand, before it would 
be known that the money was used for that purpose. Then it 
would be necessary to prove that the stocks or bonds on hand 
were those actually purchased and that they were not taken 
from the collateral files or safekeeping files. This would 
require an examination of these files, and so on. 

In banks which maintain a positive control on each depart- 
ment, the above comments would not apply, for each depart- 
ment is and can be handled as a separate unit. However, this 
control in its entirety is seldom found. 

A Simultaneous Examination. — To prevent such manipu- 
lations and to eliminate the possibility of adjustments being 
made from one account to the other while they are in the 
process of examination, the examination of all items must be 
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made simultaneously, either in actual point of time or through 
some mechanical means. These two points should be borne 
in mind: 

1. It is necessary that all assets and all liabilities be examined. 

2. That they be examined in such a manner that it will be 

impossible for transfers to be made from one item to 
another in order to conceal a shortage or difference. 

The ideal examination of a bank would be one in which 
it would be possible to stop the wheels long enough to take 
a complete inventory and inspect all the physical assets of the 
bank, and at the same time determine its liabilities. In the 
ordinary course of affairs this is manifestly impossible, 
although in small banks it is possible to obtain the same result 
by making the examination overnight or over a week-end. 
The same result is obtained in larger banks by sending a large 
number of men into them overnight or over the week-end. 
However, the latter practice is usually expensive and requires 
a fairly large organization, and is, therefore, only resorted to 
on special occasions when speed is an important factor. 

Sealing of Items. — Ordinarily the examination of a bank 
must extend over a week or two at least, but it must never- 
theless give the same result as if all items were examined 
simultaneously at the close of business on the first day of the 
examination. To produce this result all physical assets of the 
bank which are susceptible of change and which cannot be 
examined immediately upon entering the bank should be taken 
into the custody of the examiner. This is effected by sealing 
the various items in their files, or safes with a special seal and 
keeping them sealed until they have been inspected and found 
in order. 

The items to be sealed generally consist of the following: 

Exchanges. These should be taken by the examiner and 
kept by him under seal until verified. They should then 
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be resealed and turned over to a bank messenger or 
mailed. 

Cash — tellers’ cash which cannot be counted immediately due 
to lack of men. 

Vault Cash which on account of lack of men or quantity on 
hand cannot be counted simultaneously with other cash. 

Investments of all kinds, stocks, bonds, and mortgages, which 
may be the property of the bank. 

Collateral of all kinds left with the bank as security on loans. 

Securities left for safekeeping with the bank as trustee. 

Note Files. These should also be sealed unless they can be 
listed simultaneously with the cash count. 

Trust Department Investments. These, if any, should be 
sealed until they are reached in the course of the examina- 
tion. 

The method of sealing these items and the manner in which 
they should be examined is detailed in subsequent pages. 

Type of Seal. — In most cases it will be possible to use 
paper labels, which should be especially printed so as to make 
it impossible for anyone in the bank to obtain them. It will 
not do to purchase blank labels and adapt them for use by 
writing a signature in the open space or by numbering them. 
This makes it too easy for anyone in the bank to tamper with 
the Seals if they should be so disposed. Neither should any 
loose seals be left around, either before or after they have 
been used. 

The especially printed seals should be large enough and of 
a color which will be noticeable. If they are not, the examiner 
will find his seals broken and will receive the excuse that the 
seals were not noticed until after the file or drawer had been 
opened. In most cases this will be true, but the examiner must 
keep in mind the exceptional case, in which it is not true. A 
good size for the seal is about two and one-half by four inches, 
with a blank space in the center, printed with a contrasting 
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background such as red and white, or black and white similar 
to Figure i. 

Various Items in Their Files.— The blank space is left so 
that when used the examiner may insert the date and his 
initials, and also in some cases a number. The numbering of 
the seals is particularly necessary in the examination of a large 
bank in order to prevent the seals from falling into unauthor- 
ized hands. An automatic stamp can be used for affixing the 
name of the examiner and the date, and should be locked up 
when not in use. In any event, whether the data are stamped 
in or written in, indelible ink should be used so that in case an 
attempt is made to remove the seal by soaking it, the writing 
will blur and be easily noticed. 


* — 

BROWN AND COMPANY 

ACCOUNTANTS 



: 


DO NOT BREAK THIS SEAL 


Figure i. Especially Printed Paper Label for Scaling 


In all examinations other than the small ones, the seals 
should be numbered in consecutive order for each examination. 
This is very necessary when two or more men do the sealing 
or unsealing. Otherwise it may be possible for someone to 
remove the seals placed by one examiner without detection of 
their loss, and later use the seals to reseal files which may have 
been tampered with. However, if a check is kept on the items 
which are sealed by number and the examiner or his assistant 
who breaks them keeps a similar record, anything of this kind 
is impossible. 

In the case of banks having vaults with highly polished 
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doors, the paper seals will not adhere to the polished surfaces 
and it may be necessary for the examiner to use sealing wax 
with an individual seal instead. However, if the seals are not 
to remain on very long, the paper seals will usually answer the 
purpose. In some cases, instead of sealing the vault, it may 
be advisable to station an assistant at the entrance, having him 
there ten or fifteen minutes before the vault is to be opened 
and keeping him there all day, checking and accounting for 
all items taken out or replaced, until the examination of the 
items in the vault has been completed. The latter practice is 
usually more satisfactory and effective both to the examiner 
and the bank. 

Necessity of Proper Sealing It may be said that the 

entire examination, if it is to be worth while, depends on the 
care which is taken in sealing the items mentioned previously 
and the care which is exercised in preventing anyone from 
tampering with the items which have been sealed. If the 
examiner neglects to seal a certain item or if he seals the items 
in such a manner that they may be removed and replaced with- 
out his knowledge he is giving someone the opportunity to 
cover up a shortage or discrepancy should one exist — thus 
defeating one of the primary functions of such examinations. 



CHAPTER IV 


CASH AND CASH ITEMS 

Location of Cash — Cash, which as used here, includes all 
kinds of coin, both gold and silver, as well as all kinds of 
currency, represents the basic commodity of banking. It 
changes more frequently and is susceptible of manipulation in 
a much easier manner than any other item on the financial 
statement of a bank. For this reason, all cash must be counted 
immediately upon entering the bank. 

To enable the examiner to do this, a study should be made 
of the bank, some time previous to the actual examination. 
This study should show the general type of organization and 
among other things the number of tellers and persons who 
handle cash or have cash funds of any kind in their keeping. 
Theoretically, all cash is supposed to be in the custody of the 
paying teller, but more often it is found divided into the 
following classifications : 

Counter cash 
Paying teller cash 
Reserve cash 

The counter cash will be spread among the different tellers, 
both receiving and paying. The note or discount tellers will 
have a certain amount as will the tellers for the Christmas, 
vacation or other clubs, savings tellers, etc. The reserve cash 
is usually kept in the vault under the control of an officer. 
If possible, the names of the tellers and officers should be 
obtained, so that they will be entirely familiar to the examiner 
and his staff. All this is done so as to ascertain prior to the 
actual examination the location of all cash to be counted. 

24 
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Necessity for Simultaneous Count When this informa- 

tion has been obtained the examiner is then in a position to 
plan his cash count and can arrange to have an assistant at 
each point where cash is located. In this way the count can 
be made simultaneously. This will prevent a teller whose cash 
has been counted from passing a portion of it to another teller 
for the purpose of covering up a shortage. It will also prevent 
the possibility of the examiner completing his cash count, only 
to find that he has neglected to count the cash in the custody of 
the second savings teller, or someone else. This simultaneous 
count is very important. Without it, skillful manipulation can 
very readily cover up a shortage for a long time. 

Time of Examination. — Without previous notice to any of 
the operating officials of the bank under examination, the 
examiner should arrive at the bank with his assistants a few 
minutes before closing time. He should immediately take 
possession of the exchanges and checks for the clearing house 
and keep them in his possession until they have been checked 
out. This subject is covered fully in the next chapter. 

The assistants should be assigned to the various tellers, 
while all other places in which cash is stored, including other 
cages and vaults (which are not being counted immediately) 
should be sealed. This seal should be of a distinctive type, 
numbered and initialed as outlined in Chapter III. Usually, 
the cash stored in the vault is rather voluminous, in which case 
it is wise to seal it and after all other cash has been counted 
and reconciled, put all the assistants to work at counting the 
vault cash. If the amount of the vault cash is small, it may be 
covered by assigning someone to it, as though it were a teller. 

The Teller’s Daily Proof or Settlement Sheets. — As soon 
as an assistant has been assigned to a teller, he should instruct 
him to balance his cash and prepare his usual daily proof or 
settlement sheet. In most cases these proof sheets will be 



26 


BANK AUDITS AND EXAMINATIONS 


[Ch. 4 


almost completed upon the entrance of the examiners as the 
tellers prepare them slightly in advance of closing. The 
examiner should never complete these proof sheets for the 
tellers. 

L. H. Langston 1 gives a very clear explanation of these 
proof sheets. He states : 

At the end of the day’s work the paying teller makes up 
his proof for the purpose of ascertaining whether any errors 
have been made in the handling of the cash during the day 
and of furnishing a detailed record of the bank's cash on 
hand. Beginning with the balance of cash in the vault, 
charged to him on the preceding day, the paying teller adds 
the amount of the items sent to the clearing house and the 
amounts of cash and cash items received from the other tellers 
of the bank during the day. A total of these amounts fur- 
nishes the total of cash and cash items charged to him. On 
his credit side he has paid out some cash to other departments 
and he has also sent cash items to the bookkeepers and va- 
rious other employees of the bank. Accordingly, on the 
credit side of his proof he enters the amount of the items 
received from the clearing house during the day, the sums of 
money he has sent to the other tellers of the bank, and the 
checks he has cashed upon his own bank during the day. The 
difference between these two sides of the Cash account rep- 
resents the balance for the day, and the amount is entered 
upon the credit side of the proof. This should equal the total 
amount of cash and cash items on hand at the end of the day. 

If this agreement is obtained, the teller may assume that 
the work of the department has been done correctly. If, 
however, the work does not prove, he must check up the items 
and transactions handled during the day to locate the error. 

A belief that has wide acceptance is that the daily settle- 
ment of bank tellers must be made to “balance to the penny." 

It is sometimes impossible to find the “difference” as the tell- 
ers call it, and in many cases the error is so small that any 
extended search for it would be uneconomical. An “Over and 
Short” account is maintained, and this is credited or d«bit«4 
as the difference indicates. 

PraetiWl Bank Operations, Tbe Ronald Press Company, 
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Each of the tellers prepares one of these settlement or proof 
sheets. Sometimes they take the form of a large columnar 
sheet on which the individual items are shown with a summary 
at the bottom, and sometimes they are merely summary sheets, 
the totals being obtained from other records. A form of proof 
sheet widely used is shown as Figure 2. 

Making the Cash Count — After the teller balances his 
cash the person assigned to the count should take possession 
of it and recount it. Where it is not voluminous it should be 
counted in its entirety at once. If it runs into volume the 
procedure should be as follows: 

1. Count all loose bills and coins. 

2. Count all packages of bills and coins without breaking 

packages, other than to ascertain in a general way they 
are what they are marked. 

3. Determine by count that packages of bills contain the 

amounts marked on them. 

4. Weigh bags of coins after examining them. 

Bags of coin under the seal of the Federal Reserve Bank 
or the Treasury Department may be accepted without further 
verification, provided of course the seals are intact. Unsealed 
bags of coin should be verified by actual count with the assist- 
ance of a coin counting machine. Or, one bag may be counted 
and the remainder weighed, after examining them to see that 
they contain actual coins as marked. Wrapped coin may be 
accepted at their marked value, although a number of them 
might be tested, especially if they have been wrapped by hand. 
There is one case on record of a teller who covered up a short- 
age by procuring suitable lengths of pipe and wrapping them 
as coins. 

AU currency should be counted, regardless of the volume, 
except in the larger institutions. The extent of the detailed 
counting must be left to the judgment of the examiner and 
depends entirely on the type of bank and the methods in use. 




‘ransfers 
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Thus, if a separate department under proper control is main- 
tained for the counting and wrapping of money, it would not 
be necessary to make a detailed count of all currency; tests 
would be sufficient. In the smaller banks where it is the custom 
to have the paying teller count and wrap coin and currency, 
at least all the currency should be counted. 

The assistants assigned to counting cash should be reason- 
ably efficient in handling money and familiar with the different 
types of notes. There are from four to five types of each kind 
of bills. Some knowledge as to the form in which money is 
packed is worth while and may save the asking of embarrass- 
ing questions. Most banks pack or wrap their money in the 
following manner : 


Coins 

ic in rolls of .25 and .50 

5c in rolls of $1 and $2 

ioc in rolls of $5 

25c in rolls of $5 and $10 

50c in rolls of $5 and $10 

Currency 

$1 and $2 in packs of $25, $50 and $100, also 

in bundles of $1,000 

$5 in packs of $250 and $500 

$io and $20. . ; in packs of $500 and $1,000 

$50 and $100 in packs of $1,000 and $2,500 


Schedule of Count. — The count as it is made should be 
listed on a schedule such as shown in Figure 3. 

During the count the examiner should see to it that a repre- 
sentative of the bank being examined, preferably the teller 
whose cash is being counted, remains until all cash is balanced 
by the examiner and returned. In several cases examiners 
neglected to take this precaution and later found themselves 
personally involved in a shortage. No excuses should be 
accepted for the absence, even for a few minutes, of the teller 
or person whose cash is being counted, until the operation is 
completed. 



30 


BANK AUDITS AND EXAMINATIONS 


[Ch. 4 


When all the cash has been counted and listed on the 
schedules, the cash items, which are items carried as cash until 
their final disposition, should be listed in detail upon the same 
form, in the space provided for that purpose. In listing, care 
should be taken to see that space is left along the side for 
notations and check marks. 

A recapitulation of the count showing the totals of cur- 

First National Bank 
Any Place 
CASH COUNT 


Date Time 



Summary of Count: 

Currency $ 

Gold 

Silver 

Minor coins 
Cash items 

Total cash counted 
Total cash charged 

Over or short 

I certify that the above count is correct and that X 
have received from examiner 

Cash and cash items in the amount of $ 


Date Time Toller's Signature 


Figure 3. Schedule of Cash Count 
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rency, gold, silver, minor coins and cash items should be 
prepared and totaled at the foot of the cash count schedules. 
A separate schedule should be prepared for each teller. This 
total should, of course, agree with the total shown on the 
teller’s proof sheet (Figure 2). The certificate or receipt 
appearing at the foot of the schedule as illustrated should be 
filled in, showing the name of the examiner and the amount 
of cash turned over to the teller. This should be signed by 
the teller in ink, together with the time and the date. If this 
procedure is followed out, the examiner will be relieved of any 
further responsibility for the safe return of the money. 

The same plan should be followed in counting the vault 
cash, with the exception that the cashier or some officer will 
usually act as the representative of the bank, to be present 
during the count and to receipt for the safe return of the 
money. 

Sealing after Counting — If the counting of cash is com- 
pleted simultaneously it will not be necessary to seal the cash 
after counting. It frequently happens, however, that some 
cash points are completed before others. In such cases the 
tellers should be instructed to place their cash, after counting, 
in the vault or in its usual depository which should then be 
sealed and kept sealed, until all other cash in the bank has been 
counted and reconciled. This is particularly important where 
the vault cash is not counted simultaneously with other cash. 
In such a case the vault cash should be sealed upon the com- 
mencement of the examination, and then, after the tellers’ cash 
has been counted and sealed, the vault cash should be counted. 
If it then balances, all seals should be removed from cash 
drawers, etc. 

Counting Without the Aid of Assistants. — Quite fre- 
quently, in examining smaller banks, it is impracticable to have 
a sufficient number of assistants on hand to cover all cash 
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points simultaneously. When this occurs, the proper procedure 
is to seal the vault cash, and to have the tellers bring the 
remainder of the cash to some central point, perhaps a large 
table, and there balance it in the presence of the examiner. 
They should remain until the examiner has counted it as out- 
lined above and the Cash account has been balanced. After 
that the cash is returned to the tellers and a receipt obtained 
from them as mentioned. The vault cash should then be 
counted in the usual way. 

Balancing with the Cash Account in the Ledger. — By the 

time the cash count is completed the day’s transactions are 
ready or have been posted to the general ledger. A trial bal- 
ance of this ledger should be prepared by the examiner or one 
of his assistants. A typical list of the accounts to be found 
is shown in Chapter I. The amount appearing as "Cash and 
Cash Items” on this trial balance is the amount which will 
equal the total of cash and cash items as counted by the 
examiner and his staff. 

A recapitulation of all counts should be made and the total 
should agree with the item mentioned in the preceding para- 
graph. If it does not, it indicates that: 

1. The account has been incorrectly stated on the general 

ledger. 

2. The count has not been made correctly. 

3. There is a shortage. 

Of course, the usual over and short items should be taken into 
consideration before arriving at any conclusion. 

If the bank is a small one the entries made to the Cash 
account for the day of examination should be checked to see 
that they correspond with the items which appeared on the 
settlement or proof sheets. In the larger banks where there 
is little or no possibility of collusion between the general ledger 
bookkeeper and tellers this is not necessary. In any case, 
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adjustments to the Cash account on or about the day of exami- 
nation should be carefully investigated. 


Tracing the Source of New Cash. — Particular care should 
be taken to see that no cash is brought into the bank or added 
to the different funds after the examination has started. If 
any cash is turned in to the bank the examiner should trace it 
to its source and satisfy himself completely that it has not 
been borrowed to cover a shortage. Cash will come in on late 
deposits, by mail or by express, each of which would be legiti- 
mate. When any cash does appear it should be kept intact by 
itself until the examiner has satisfied himself as to its right 
to be included in the count. If it is decided that it should be 
included, it should be noted that an adjustment is made on the 
general ledger to take it into consideration in the controlling 
account. 

If the examiner cannot satisfy himself as to the source of 
the new cash, he should accept the count as made, but before 
leaving the bank and after he has completed the verification 
of all securities, while they are still sealed, he should recount 
all cash without previous notice to anyone, even his own 
assistants. The recount should show definitely, whether or 
not there is a difference in the Cash account. Quite frequently 
securities have been taken from items left for safekeeping, 
from pledged collateral, or from the bank’s own securities and 
either sold or pledged as collateral for a loan elsewhere. The 
cash so obtained has been used to replace a cash shortage, then 
after the cash has been counted, the cash has been taken again 
and the securities either redeemed or repurchased and replaced 
in the files to be counted by the examiners. Of course, proper 
sealing of all securities upon entering the bank will prevent 
any such occurrence. 

Sometimes on account of poor sealing of cash previously 
counted, it is possible for a teller or cashier to take cash from 
a fund which has been counted to make up a difference in a 
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fund being counted or to be counted. If the examiner has 
any reason to believe that this is being done he should order 
a complete recount of cash to determine if there is any shortage 
and where it is. 

Necessity for Secrecy of Date of Examination. — These 
are only a few of the many reasons why the fact that a bank 
is to be examined and the date of examination should be kept 
secret. Otherwise, anyone manipulating the accounts, who 
might learn the date of the examination, would have a splendid 
chance of covering up the wrong doing. If the examiner has 
any reason to believe that the fact that an examination is to 
be made is generally known in the bank he should be doubly 
cautious, not so far as to become obnoxious to the officers and 
employees of the bank, but sufficiently to discover definitely 
whether anything is wrong. 

Checking the Cash Items. — It is not necessary to check 
out the cash items the same night the cash count is made. 
They may be checked out the following morning, although 
they should be listed and sighted when making the cash count. 

What Is a Cash Item? — Cash items are items which are 
accepted as cash by the receiving bank and credited immediately 
to the account of the depositor ; this is to distinguish them from 
collection items which are accepted by the bank subject to col- 
lection. Legitimate cash items should include only: 

x. Bond coupons, which should consist of matured coupons 
only. They should not be allowed to accumulate to an 
undue amount. 

2. Current returned checks, charged to the teller when re- 

turned and held by him, to be picked up by depositors. 
Quite a few banks charge returned checks directly to 
the depositor’s account; when this method is in use 
returned checks should not appear as cash items. 

3. Liberty bonds or similar items purchased over the counter. 
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4. Checks on local banks. In some localities it is the custom 

to carry checks on local banks received during the day 
as cash items, sending them by messenger for collec- 
tion the next business day. 

5. Authorized charge tickets. Various charge tickets origi- 

nating in other departments may be found. They will' 
also be found for payment of invoices, expenses, etc., 
unless a separate fund is maintained for this purpose. 
In some of the cities it will be found that the supply 
of coins and bills is obtained daily from the federal 
reserve bank by means of an armored service. To 
obtain this a check is drawn on the federal reserve bank 
and charged to cash. It is usually evidenced in the 
cash by a charge ticket which is held until the cash 
is received. 

The following morning the cash items should be reviewed 
and any questionable items taken up with the managing officer 
and approved or disapproved by him. In addition, during the 
course of the examination, the collection of each item should 
be verified. The examiner should be in a position to state in 
his report that: 

The cash items were examined in detail and it was ascer- 
tained that they were ail collected during the course of the 
audit. 

The checks on local banks should be settled in full. It is 
best to send a letter of verification as shown in Chapter V, 
Exchanges, and to seal them. This will prevent substitution 
of good checks for bad ones which the examiner may have 
sighted. Otherwise, it would be possible for the teller to show 
the examiner one group of checks and then to make up another 
group to be sent to the other bank. 

Incorrect Use of Cash Items — Cash items are really sus- 
pense items carried as such until their final disposition is 
determined. In some banks it will be found that everything 
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imaginable is carried as a cash item. This is wrong and should 
be severely criticized. There is no necessity of carrying the 
items for any considerable length of time. Their status should 
be determined and some disposition made of them immediately. 

In some instances checks drawn by customers against small 
balances have been carried as cash items for several months so 
as not to create an overdraft. Sometimes this is done with the 
knowledge and consent of the officers, and sometimes 'without 
their knowledge. It is a risky practice at best and should not 
be tolerated. I f such items are found they should not be shown 
on the statement as cash items but should be transferred to 
overdrafts and a complete list of them included in the report. 

One case is recalled in which a teller carried as cash items 
checks totaling over $30,000 drawn against an account which 
already showed an overdraft. What powers of persuasion the 
customer used to convince the teller that this procedure was in 
order was never learned, as the customer disappeared. How- 
ever, the teller was charged with the shortage and sentenced. 
He stated that the items had been approved by the cashier but 
could give no proof of this. The net result was that the 
bank lost its money and one more or less innocent man was 
branded as dishonest. 

Checks of officers, employees; post-dated checks, dis- 
honored notes, past due notes, should not be carried or included 
as cash items. Neither should a large number of expense 
vouchers be carried; they should be charged to expense cur- 
rently. One bank formed the habit of paying interest to itself 
on past due paper until it felt itself in a position to stand the 
“charge-off” of the principal, meanwhile including the note as 
a good asset, since the interest was being paid currently as 
evidenced by a ticket carried as a cash item. 

As each cash item is checked or verified a notation or check 
mark should be made in the space left vacant for that purpose 
on the cash count schedule. 
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Report Schedule on Cash Count For the purpose of a 

report it is not customary to show the detail of the count except 
where it is desired, as in the case of branch hanks, to show the 
location of the cash, or where the differences amount to a 
considerable sum. In either case a schedule similar to that 
shown in Figure 4 may be used : 


Doe Trust Company 

Philadelphia, Pennsylvania 

Schedule No 

CASH COUNT 

June 4, 1926 

Location of 
Branch 

Currency 

Gold 

Silver 

Minor 

Coins 

Cash, 

Items 

Total 

Main Office 

Kensington 

Prankford 

Total 

General Ledger. 

Difference 

■ 







Figure 4. Detail Schedule for Cash Count 


This schedule can be elaborated to any length desired. 
Needless to say the total count should agree with the amount 
appearing on the balance sheet of the institution under review. 
It is usual to show the total cash as compared with the amount 
appearing in the general ledger account, thus showing the 
difference if any. In the case of branch banks carrying sepa- 
rate controls on each branch, if the differences amount to 
anything it might be well to insert an extra column in the 
schedule so as to show the individual differences of each 
branch. 

Report Schedule on Cash Items — It is not customary or 
necessary to include a list of the cash items in the report, as 
it would involve too much detail. However, if paper of the 
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officers, directors or companies in which they are interested are 
carried as cash items, these particular items should be included 
in the report comments. This should be done even though 
the items are satisfactorily adjusted during the course of the 
examination. This applies to other questionable items as well. 
The satisfactory settlement of a questionable cash item does 
not relieve the examiner of the responsibility of mentioning 
it in his report. If such a condition has occurred once, it may 
occur again. It is up to the directors to see that it does not 
occur again and if the examiner does not present the facts as 
he finds them, how can they take action ? 

The Over and Short Account. — The daily differences, 
either shorts or overs, which appear in the daily settlement 
of business, are charged or credited by most banks to an 
account called “Over and Short” or some similar title. This 
is a general ledger account and should be so grouped, although 
in some banks it has been found included with the deposits. 
In other banks the differences are allowed to accumulate on 
the teller’s sheets over a considerable period of time. 

Generally speaking, the best plan for the bank to follow is 
to make an earnest attempt to find or trace the difference as 
soon as it occurs. If it cannot be found, it should be charged 
or credited to an Over and Short account, and proper notation 
should be made as to the teller responsible for it. 

The examiner should review these differences in whatever 
form they may be carried and determine whether or not any 
one teller has shown shortages consistently. If such is the fact, 
the account should be analyzed for the entire year to ascertain 
the total shortage. If it amounts to any appreciable sum the 
settlement sheets, if they are available, should be inspected. 
If possible an attempt should be made to check a few of them 
in detail. Usually this will be extremely difficult, if not impos- 
sible. Sometimes consistent shortages are due to carelessness 
or negligence; more often they are due to dishonesty. 
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In connection with this point, it may be interesting to note 
that in Canada the tellers are required to sign their note for 
the amount of the shortages. At the end of a fiscal period, if 
the officers are satisfied that the shortages are not due to dis- 
honesty, a bonus is given to the teller for all or the greater 
part of the shortage, which is used in payment of the note. 

Shortages immediately prior to the date of the examination 
should be carefully scrutinized. Regardless of steps taken to 
keep an examination secret, most bank employees manage to 
anticipate an examination. In a few instances tellers who were 
short a comparatively small amount were able to make it up by 
a consistent daily shortage for a period of several weeks. 

Any large shortage or tellers who have habitual shortages 
should be commented upon in the report, together with such 
recommendations as may be considered advisable. 

Verifying Cash at Branch Banks — If the bank under ex- 
amination has a number of branches, arrangements should be 
made to count the cash at all branches at the time the count is 
made at the main office. However, if the branches are merely 
receiving and paying stations, all items for clearance and col- 
lection being sent through the main office, it is not absolutely 
necessary that the branches be examined simultaneously with 
the main office. In such cases the verification can be deferred 
a few days, as there is no possibility of manipulation. This, 
because of the checking by the clerks in the main office each 
day, of the items sent in by the branch or branches. 

In the event that the branches are operated practically as 
separate banking units, which is the fact in a great many cases, 
it is best to examine them concurrently with the main office or 
else defer the examination for a considerable period of time. 
There are several reasons for deferring the examination. The 
principal one is that the tellers, etc., at the branch soon learn 
of the examination being conducted at the main office, and if 
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there should be anything wrong with their accounts, can 
arrange to fix them up temporarily. 

The examination can be deferred easily enough, for 
branches operating as separate units maintain controls and 
records similar to those maintained at the main office. Conse- 
quently they can be examined independently of the main office 
at any time. 

However, it is the writer’s opinion that the examination 
of all branches should be made simultaneously. In this way 
there is no possibility of inter-branch accounts being fixed to 
cover up a shortage. The chance of this occurring is rather 
remote, but it is well to be certain. 

Petty Cash Funds — Petty cash or imprest funds are often 
carried in the different departments for the purpose, of defray- 
ing miscellaneous expenses. If kept by the tellers they should 
be counted and examined with the other cash. If kept by 
others who do not have access to the general cash of the bank, 
they may be counted at any time, but preferably as soon as 
possible after the examination is started. In making the count 
it should be noted that any vouchers carried have been properly 
approved and that checks of officers or employees are not 
included. In the event that improper vouchers are carried 
as cash, they should be listed and the approval of the managing 
official obtained. In making the cash count the person in 
charge of the fund should be requested to remain with the 
examiner and to receipt for the return of the cash. The 
schedule used for the cash count may be used for this purpose. 

Starting the Examination at the Beginning of the Bay. 
— There is also a custom which is becoming quite prevalent 
of starting an examination at the beginning of the banking day 
instead of at the close. When this practice is followed it is 
customary to arrive before the time lock on the vault is 
released. This, so that the cash will be in the same condition 
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as at the close of the previous day. If the examiner arrives 
late he is apt to find the cash released to the different tellers 
and impossible of segregation from the current day’s business. 

Sufficient cash should be counted and released to the vari- 
ous tellers so that they may prepare for and be ready to transact 
business. An examination should never interfere with or 
retard the operation of business. The count of the balance 
of the cash in the vault should then be continued and completed 
in the manner previously described. The matter of sealing the 
remainder of the assets of the bank should also be attended 
to as mentioned in the previous chapter. 

Advantages and Disadvantages. — The custom of starting 
the examination at the beginning of the day is followed by a 
number of government examiners. The principal advantage 
is that all cash is in the possession of the examiner at the 
commencement of the examination, although the same result 
may be obtained to a degree when the examination is made at 
the close of business by assigning men. to different tellers and 
by proper sealing. Beginning in the morning also eliminates 
the night work consequent upon the starting of an examina- 
tion in the afternoon. 

However, there are certain disadvantages which should 
receive careful consideration. The principal one is that no 
matter how careful the examiner may be, he is apt to interfere 
with the operation of the bank. This does not occur when 
the examination is made at the close of business. Then too, 
while the examiner may have more complete control over cash 
there are other items, such as exchanges and clearings, over 
which he will not have such good control. 

Take the item of exchanges alone. If the teller knew that 
an examination was to be made, and somehow or other the 
news generally leaks out, he could put several “faked checks” 
in with the exchanges in amount sufficient to make up any 
shortage. Again, there is not time to check out the checks to 
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be sent to the clearing house, other than in a general way. It 
is true that eventually both these items can be checked out and 
properly verified, but the effort is greater than would be 
required if done at the close of business. It would seem that 
ease in counting the cash is obtained at the expense of making 
the rest of the examination more difficult. 

In a small bank where the person in charge would be almost 
certain to have information as to the examination, the time for 
beginning the count should never be the morning, but always 
at the close of business. Even in the larger banks the morning 
beginning should be used only occasionally. 

Day and Night Banks — In connection with banks that 
either receive or receive and pay until midnight, the examiner 
should be on hand, if the examination is made at the close of 
the day’s business, to count the teller in, i.e., count out to him 
a supply of cash so that he can transact business. Care should 
then be taken that none of the cash given to the teller or the 
deposits received by him are passed back to the other tellers. 

Necessity for Caution — An examiner cannot be too care- 
ful in his verification of the cash. For even at best, in the 
average bank there are any number of ways in which cash can 
be borrowed temporarily or permanently with very little chance 
of immediate detection. A continuous internal audit is the only 
absolute safeguard. 

A teller can usually borrow money from his funds and as 
long as it is returned before an examination is made, no one 
is the wiser. The only cases that are found out are those in 
which the funds are not or cannot be returned. The surprise 
examination uncovers such a state of affairs, provided the teller 
is borrowing at the time. 

Lapping. — Another practice which is followed and which 
is almost impossible of detection is “lapping.”' This is a 
process by which deposit slips are withheld from the day’s 
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business in a sufficient amount to cover the cash shortage. The 
deposit slips, so held out, are put through the next day and 
another batch held out. Of course, there is a point beyond 
which this process cannot be carried and that is when the 
shortage begins to absorb a considerable portion of the day’s 
deposits. However, if the money is returned or if the person 
responsible for the shortage has access to other records, it may 
never be found out. 



CHAPTER V 

EXCHANGES 

Importance of Watching Exchanges Grouped with the 

cash and cash items there will be found checks from the cur- 
rent day’s business, which must be sent to other banks for 
collection by messenger, through the clearing house or through 
the mail to a correspondent bank. Numerous cases are on 
record of instances where failure properly to check and account 
for the exchanges enabled many a dishonest bank employee 
to continue his peculations for years. To avoid and prevent 
this, it is necessary that, at the time of the cash count, all 
exchanges be in the possession of the examiner. He should see 
to it that all checks to be sent through for clearing, except 
those which are carried as “cash items,” are in his possession. 

Exchanges Included in Cash Items In small banks and 

in a few of the larger ones checks are sent to certain nearby 
banks by way of messenger. It is the usual custom to carry 
these as cash items at the close of business and to collect them 
the next business day. If this is the case, they will of course, 
be checked through as cash items in making the cash count and 
will not receive any comment here, except to repeat the state- 
ment that the examiner should obtain definite proof that the 
checks as listed in the cash items are actually collected the 
following day. This is a very important point. The best way 
of insuring this is for the examiner to retain the items under 
seal until delivered to the other bank or its messenger. This 
is the only method by which “substitution” can be prevented, 
i.e., the substitution of good checks for others which may have 
been worthless. 
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Exchanges Sent Through the Clearing House — Where 
checks are sent through the clearing house for collection, it 
will be found that all checks drawn against a certain bank are 
included in an envelope marked with the name of that bank, 
together with a list of them and their total. 

A schedule should be prepared by the examiner showing 
the name of the bank and the total amount of checks to be 
collected from each bank. This data should be obtained from 
the proof or settlement sheet and from the envelopes. The 
form of schedule should be somewhat as shown in Figure 5. 


Name of Bank 

Location 

EXCHANGES 

Date. 


Name of Bank 


Total Amount 


Verified 


Total Exchanges. 


Figure 5- Schedule of Exchanges 


Checking the Exchanges. — The totals shown on the en- 
velopes containing the exchanges should be carefully checked 
against the totals shown on the preceding schedule, after which 
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the schedule should be filed with the working papers. The 
checks should then be taken from the envelopes and checked 
against the list of items included with them, at the same time 
verifying the footings. By this procedure the proof sheets are 
checked with the actual checks as they are ready for the 
clearing house. 


Dear Sir: 

The checks enclosed under seal amounting to $ form part • 

of the cash balance of the 


(Insert name of the bank under examination) 

at the close of business on 

If the checks amount to the sum named and are proper charges against 
your bank, please sign and return this letter in the enclosed envelope. 
If not, or if there are any discrepancies or cash among the checks, please 
advise us direct giving complete details. 

In your reply also state if you are lending to or borrowing from the 
above bank together with the condition of the account at the close of busi- 
ness on the above date. 

Thanking you, we remain, 

Very truly yours, 

J. Millet Company, 

Examiners 

This request is made 
with our approval 


(To be signed by official of bank 
under examination) 


Your envelope has been received with seal intact, containing checks 

to the amount of $ which arc proper charges 

against us and have been paid by this bank with the following ex- 
ceptions: 


Borrowing from above bank $ 
Lending to above bank $ 


Signature 


Figure 6. Letter of Verification 

Letter o£ Verification — It is essential that the examiner be 
advised of the fact that these checks have been properly col- 
lected and that there were no faked checks or cash included 
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with them. To provide this information a letter such as shown 
in Figure 6 should be included in the envelope with the checks 
being sent to each bank. 

This form letter together with a stamped envelope ad- 
dressed to the office of the examiner (not the bank under 
examination) should be enclosed with the checks and sealed 
by the examiner, who should see to it that these envelopes are 
delivered intact to the messenger. Space has been provided 
for the signature of the cashier or treasurer approving the 
request. This is necessary, as otherwise the other banks may 
not honor the request. 

Checks Sent Out of Town — In the case of checks to be 
sent out of town the same procedure should be followed, except 
that the checks will be found attached to remittance or transit 
letters prepared by the bank. These transit letters should be 
checked in the same manner as the envelopes, and either the 
examiner or his assistants should mail them in person. 

Precautions to be Taken to Prevent Any Changes. — 
It is very important to see that the items are not changed 
after they have been examined. If precautions are not taken, 
it may happen that the exchanges will fall into the hands of 
a dishonest employee of the bank who may resort to some 
subterfuge to cover up a shortage. Letters ready for mailing 
should be mailed in person. Items held to be sent to the clear- 
ing house should be retained by the examiner; this may be 
done by putting them in a locked case. A brief case with a 
good lock placed in the vault will answer the purpose. It often 
happens that other checks are ready for the clearing house in 
the morning and it is desired to include them in with the checks 
which the examiner reviewed the previous night. In such cases 
separate envelopes should be prepared and if necessary the 
envelope containing the morning checks and the ones in the 
possession of the examiner can be enclosed in a larger envelope. 
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Under no circumstances should the two groups of items be 
merged. 

Checking the Returned Letters of Verification. — As the 
replies are received from the various banks, the amounts they 
insert in their replies should be checked against the schedule 
showing the total amount sent to each bank. Any differences 
should be traced and found. If prompt replies are not received, 
a second letter should be sent out and this should be followed 
up until a direct confirmation is obtained. The examiner is 
cautioned against accepting a letter which may have been sent 
to the bank being examined. In most of the cases it would 
be all right to do so, for there are always a few banks which 
despite instructions to the contrary insist upon sending their 
reply direct to the bank being examined. However, when this 
occurs the examiner should write and request another confir- 
mation to be sent to his office. If this procedure is conscien- 
tiously followed the examiner can feel confident that the 
exchanges have been properly verified. 

Manipulation of Cash Through Exchanges. — The follow- 
ing are a few of the methods usually resorted to by officers 
or tellers to cover up shortages by manipulating the exchanges. 
If a teller who is short in his accounts notices the arrival of 
the examiners he may fill out a check on some other bank for 
the amount of his shortage. This will balance his cash and 
in counting or reconciling it, no difference will be found. In 
some instances the checks drawn by the tellers have been good, 
that is, they were drawn against an account carried by the teller 
in some other bank or banks. Under such conditions detection 
is practically impossible ; the only precaution that can be taken, 
is not to let any of the operating officials or employees know, 
even approximately, the date of the examination; not to arrive 
in the bank too soon before the examination; and to note the 
actions of the tellers as soon as the bank is reached. In other 
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cases the checks put through have been drawn against accounts 
which did not exist. The person resorting to this method 
generally relies on his ability to obtain the check when it is 
returned. When he does obtain it, it is destroyed and a short- 
age exists. The proper method of verifying exchanges will 
uncover such a condition if it exists. 

Including Cash with Exchanges. — In some cases checks 
are placed in the cash for the purpose of balancing. After the 
cash has been counted, the false checks are removed and an 
equivalent amount of cash put in their place. Under such 
conditions the bank to which the items are sent may reply that 
it has received the total amount mentioned for its particular 
account, neglecting to mention the fact that part of it was cash. 
For this reason it is necessary to ask the bank to inform the 
examiner if any cash has been included with the checks. This 
also serves to illustrate the necessity of retaining possession 
of the exchanges until they are delivered to the messenger or 
mailed. Under some circumstances it might be necessary to 
accompany the messenger to see that the items are delivered 
into the hands of a representative of the other banks. 

False Letters of Verification — In a recent case it was 
found that the cashier had repeatedly covered up a shortage by 
returning to the examiners false letters of verification. The 
exchanges would be made up with false checks in a sufficient 
amount to make up his shortage. The examiner would review 
them and write his customary letters of verification which he 
would enclose with them. However, he would neglect to mail 
them personally. Either the cashier or some clerk in the bank 
would offer to mail them and in this way they would fall into 
the hands of the cashier before they were mailed or delivered. 
He would abstract the false checks together with the letters of 
verification, sign the letters of verifications, and return them 
in the stamped envelopes to the examiner. The examiner 
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would not be in a position to judge of the genuineness of the 
other bank’s official signature and would accept the letter as 
being satisfactory proof that everything was in good order. 
The only means by which this can be prevented is not to lose 
sight of the exchanges until they have been mailed or delivered 
to a messenger and to do this in person. 

Some examiners have also made the mistake of having the 
addressed envelopes which they enclosed with the exchanges 
addressed to them in care of the bank which they were examin- 
ing. This is wrong, as it permits the officers or employees, 
if they are so inclined, to obtain possession of the actual verifi- 
cation letter and to substitute for it another one prepared for 
the purpose, or else change it to agree with the figures which 
the examiner has. To prevent this the envelopes should be 
addressed to the office of the examiner, or if he is staying at 
a hotel to a post office box, as in several instances mail has 
been secured from hotel clerks by unauthorized persons. 

Loans from Other Banks Banks frequently borrow from 

or lend to banks with which they have exchange dealings. 
Therefore, it is a very good plan to attach a paragraph to the 
letter requesting verification of exchanges, which will request 
verification also as to the amount loaned to or borrowed from 
the bank which is being examined. This saves the writing of 
a second letter to obtain this information. This subject is 
more fully covered under the subject of loans and discounts. 



CHAPTER VI 


CORRESPONDENT BANKS 

Three Classes. — Correspondent banks are those having a 
direct connection with each other for the purpose of handling 
collection items and carrying reserves. They are of three 
classes. First, those banks in which the sending bank has an 
account, such as those in reserve cities. These accounts will 
be found in the general ledger of the bank. Second, those that 
have accounts with the sending bank. These accounts are 
sometimes kept in the general ledger but are also frequently 
found under separate control among the deposits. Third, those 
banks which remit immediately for items sent to them. 

Operation of Accounts — The accounts are opened under 
special agreements which specify each bank’s obligations and 
fix the remuneration to be obtained from the handling of the 
account. Collections are made through the correspondent by 
sending checks on a deposit basis by means of a transit or 
remittance letter. Prior to the establishment of the Federal 
Reserve System all out-of-town checks were collected in this 
way. Many banks, including members of the Federal Reserve 
System, still collect all or a good portion of their out-of-town 
items through this means. 

Depending upon the arrangements made at the time the 
accounts are opened, the handling of the accounts may be 
divided into the following classifications. First, banks whose 
■accounts are to be charged the day checks are sent to them or 
.vice versa. In such cases, as soon as checks are sent or received 
the account is reduced or increased. Second, banks whose 
accounts are not to be charged or credited until a specified time 
has elapsed. Where this condition exists the collection items 
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are charged or credited to a special collection account. After 
the stipulated period has elapsed, the collection items are trans- 
ferred to the regular account of the correspondent. Then there 
is the class which includes banks to which items are sent for 
payment by remittance. These are placed in a special collec- 
tion account, which is closed out when the remittance is made 
or received as the case may be. 

Schedule o£ Correspondents’ Accounts. — From the state- 
ment taken off at the close of business on the day the examina- 
tion started a schedule should be prepared showing all amounts 
“Due To” and “Due From Banks,” as in Figure 7. 


Name of Bank 

Location 

Date 

DUE TO OR DUE FROM BANKS 

Name of Bank 

Debit 

Balance 

Credit 

Balance 

Verified 






Figure 7. Schedule of Correspondents’ Accounts 


In most banks the correspondents’ accounts are carried in 
the general ledger and therefore the name of the bank and 
the balance can be taken direct from the balance sheet or state- 
ment of condition. Frequently, a bank will act as clearing agent 
for a large number of banks, in which case it may be found 
that only a controlling account is carried on the general ledger; 
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a separate ledger containing all the detailed accounts. In such 
a case it would be necessary to take a trial balance of the ledger 
which should be set up on the form shown. 

Reserve Accounts. — Banks which are not members of the 
Federal Reserve System carry part of their legal reserve with 
correspondents. When this occurs there may be found two 
accounts for the same bank; one marked “Reserve Account” 
and the other “Current or Collection Account.” 


Dear Sir: 

For the purpose of an examination of the Books of Account of the 
(Name of bank being examined) 

will you please send us a statement of their account as shown on your 

books from to 

showing the net balance on 

Very truly yours, 

Examiners 

This request is made 
with our approval 


Figure 8. Letter of Verification of Correspondents’ Accounts 

Verifiqation of Accounts — After this list has been pre- 
pared a letter should be sent to all of the banks listed requesting 
a statement of the account and a confirmation of the balance. 
In sending out these requests, the examiner should state defi- 
nitely that statements and replies are to be sent direct to him 
personally and should see to it that the requests are actually 
mailed by himself or one of his assistants. He should not 
forget to have the letter approved by one of the officers of the 
bank, as otherwise two or three letters may be required to 
secure the desired information from the correspondent. These 
letters should be prepared and mailed early in the examination 
so that replies may be received while the examiners are still 
in the bank. The form of letter shown in Figure 8 has been 
used to very good advantage. 
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Sometimes a certificate similar to the following is enclosed 

to be filled out by the correspondent bank : 

This is to certify that at the close of business on 

the account of the..* 

reflected a debit balance of $ 

credit 


Signature 

Bate * . . . 


Address to Which the Statements Should be Sent. — 
In stating the return address to which the statement of the 
account should be sent it is best to give either an office address 
or a post office box. This will prevent the returned statements 
from getting into the hands of unauthorized persons. This 
point should receive careful attention as otherwise it may be 
possible for someone in the bank to obtain the letter and correct 
statement as returned from the correspondent and change it 
to suit his own purposes before giving it to the examiner. 

Period to be Covered by Statement Requested from 
Correspondent — It is also necessary in requesting a statement 
to ask that the statement be sent as of the close of business 
a day or two later than the day on which the examination is 
made. Thus, if the examination is made on June 13, a state- 
ment to June 15 should be requested from the banks. If the 
correspondents are located a considerable distance from the 
bank being examined a longer time should be allowed. This, 
so that the transactions recorded on the day of the examina- 
tion may be given effect in the statement of the correspondent. 
It is the practice in some cases to send to the correspondent 
a transcript of the account for three or five days prior to the 
date of the examination with a request that any differences 
be called to the attention of the examiners. This does not 
serve any useful purpose if the complete statement can be 
obtained from the other bank, as is nearly always the case. 


Statements in the Bank Not to be Accepted. — The exam- 
iner is cautioned against accepting a statement which was Hi 
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Name of Bank 

Address 

Date 

RECONCILIATION OF ACCOUNT WITH as of. 


Explanation 


Their Bal. to our Credit 
Our Bal. to their Credit 
We Debit (Not in their 
Account — Itemized) 


Amount Date 


Explanation 


Our Bal. to their Debit 
Their Bal. to our Debit 
We Credit (Not in their 
Account — Itemized) 


They Credit (Not in 
our Account — Item- 
ized) 



Figure 9. Reconciliation of Correspondents' Accounts 
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the possession of the bank officials upon his entrance to the 
bank. If possible another statement should be obtained direct 
from the correspondent, although if this is impossible a certifi- 
cate showing the balance on the date of the statement should 
be obtained direct. 

Reconciling the Account. — Upon receipt of the statements 
and certificates of balances the examiner should proceed to 
reconcile the balances shown in the ledgers with those shown 
on the statements. A form similar to that shown in Figure 9 
should be used for this purpose. 

Examining the Drafts. — In some examinations all the 
drafts drawn since the date of the last examination will be 
examined and checked against the register of drafts drawn 
and the signatures and endorsements will be scrutinized. The 
drafts outstanding at the beginning of the period under review 
will be checked through and in this manner the drafts outstand- 
ing at the close of the period under review can be determined 
and verified. In a great many cases, however, this will be 
impossible and it is up to the examiner to determine just what 
drafts are outstanding and whether or not they are genuine, 
also that all outstanding drafts are shown as such. A list of 
the outstanding drafts is always prepared by the bank under 
examination when they prepare their regular reconciliation of 
the account. By checking back all drafts drawn during the 
last thirty days, making test checks of other months and by 
observing the general procedure followed by the bank in issuing 
and recording drafts, the examiner can determine whether or 
not it is safe to accept a list tested in this manner. Particular 
attention should be given to old items. They should be ques- 
tioned and a satisfactory explanation should be obtained from 
a responsible person. If periodical examinations are being 
made the drafts considered as outstanding and used in the 
reconciliation of the accounts at the previous examination 
should be checked through to payment. It sometimes happens 
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that a draft is drawn for one amount, while another amount 
is entered on the stub. As the amount used in the reconcilia- 
tion is obtained from the stub the paid draft when examined 
would show that it was drawn for another amount. Of course, 
this would only show up when the draft was paid, but the 
proper system and care in issuing the drafts would prevent 
such an occurrence. 

Accounting for All Drafts — In checking through the 
drafts the examiner should ascertain that all numbers have 
been accounted for either as paid, cancelled or outstanding. 
He should also ascertain that the drafts have been used in 
consecutive order, i.e., that drafts have not been used from 
the back of the book or from another book not in current use. 
Such drafts have sometimes been cashed and the proceeds 
included with other checks and sent to another out-of-town 
correspondent and charged to the latter as a deposit. Defal- 
cations effected in this way can be concealed for a long time, 
as the transactions would not appear on the books or state- 
ments of the correspondent until several days later. However, 
if the statements obtained from the correspondent include the 
entire business of the day of examination this method could 
not be used without detection. 

Practices to be Discouraged — The practice of numbering 
the drafts by hand or with a numbering machine instead of 
having the numbers imprinted on them at the printer’s should 
be discouraged, as it is apt to prove dangerous. The practice 
of signing drafts in blank should also be discouraged and 
criticized. It may make the issuance of the drafts easier but 
at the cost of safety to the bank. 

Special Attention to Current Transactions. — In checking 
through the account, the transactions of the day before the 
examination, the day of the examination and the day after 
should receive special attention, as it may be possible that the 
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accounts were fixed for the examination. All deposits made 
with the correspondent on the day of examination should be 
very carefully scrutinized to determine that the same items are 
included in the bank’s records and are shown on the statement 
obtained from the correspondent. 

If Statements Are Delayed — The reconciliation of all ac- 
counts with correspondents should be made while the examiner 
and his staff are still in the bank. With this thought in mind 
the letters of verification should be sent out as soon as possible. 
In a few cases it may happen that the statements will be 
delayed and will not be received by the examiner before he 
leaves the bank. In such a case a transcript should be taken 
of the account for, say, thirty days prior to the date of the 
examination, so that when the statement is received the account 
can be reconciled without further information from the bank. 

Collection Items. — Notes due out of town, or notes brought 
in by customers for collection, are sent to correspondents for 
collection. Their existence is evidenced either by entry in 
a collection register or by a loose-leaf record. It is neces- 
sary to verify the existence and location of these items at the 
time of the examination, principally for the purpose of verify- 
ing the bank’s own loans and discounts, but also to ascertain 
that notes given to the bank for collection have not been 
included and shown to the examiner as being notes owned by 
the bank. 

The examination of the collection items is really a part of 
the verification of the loans and discounts but is considered 
here at this time, on account of its close relation to the 
correspondent banks. Transit items previously described are 
charged immediately to the account of the correspondent, while 
collection items are not charged until the collecting bank has 
notified the sending bank that the item has been paid. Conse- 
quently there will be no entry in the account of the correspond- 
ent if the item was unpaid at the time of the examination. 
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Schedule o£ Collection Items — All items out of the bank 
for collection on the day of examination should be scheduled 
as shown in Figure io, which indicates date sent, due date, 
maker, endorser, bank to whom sent for collection, where 
payable and the amount. This schedule can be prepared at any 
time, but preferably the morning after the cash count. 



Letter Requesting Verification — To all the banks listed 
on this schedule a letter should be sent requesting verification 
of the fact that they had these items in their possession for 
collection on the day of the examination. 

Sufficient information should be given in the letter sent to 
the correspondent so that they may be able to identify the 
various items. Otherwise it may be necessary for the corre- 
spondent to write two or three letters before being able to 
locate the item. It will hasten the examination and prevent 
delays if all the information is included in the first letter, which 
should be somewhat as shown in Figure n. 
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Necessity for Ascertaining Location of Items. — It will be 
noted that stress is laid on the fact that the items were actually 
in the hands of the collecting bank at the date of the exami- 
nation. This, so that if anyone in the bank had presented 
certain items to the examiner to be included in his count and 
afterwards sent them out to a correspondent, to be included 
with collection items, the item would be discovered immedi- 

Dear Sir: 

During the course of an examination of the books and accounts of the 
(Insert name of bank) 

on we found that the notes listed at the bottom 

of this letter had been forwarded to your bank for collection. Please 
certify over your signature the correctness of these items and insert the 
date received opposite any items received by you subsequent to the date 
of the examination mentioned above and return to us in the enclosed en- 
velope. 

If any of these items are not now in your possession as Collection 
Items, please state disposition of same giving dates. 

Very truly yours, 


Examiners 

This request is made with our approval 


Date 

Due 


Date 

Sent 

Date 

Description 

Amount Received 


The above items are correct 

Signature 

Figure ir. Letter Requesting Verification 

ately. If this is not done, it may be possible for a note teller 
to pocket payments on notes which would leave him short in 
his settlement. Suppose the teller was $4,000 short. When 
the examiner arrived he would list the notes on hand and 
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request a statement from the teller of the items out for collec- 
tion. This list given to the examiner would include two or 
three items totaling $4,000 which the examiner had previously 
sighted. The note teller would count on being able to get these 
two or three items into the mail immediately so that the collec- 
tion bank would have them on hand when it received the 
examiner’s letter. If the examiner merely asked whether or 
not the bank had these items in its possession, the correspond- 
ent would no doubt reply in the affirmative, with the result that 
the deception would not be discovered — then. 

Reviewing Differences — As replies are received they 
should be carefully checked against the schedule previously 
prepared and any differences thoroughly investigated. This 
should be done, even though the differences are small. Very 
often a small difference leads to a large one. Items not in the 
possession of the collecting bank on the date of examination 
should be very carefully looked into. Sometimes it happens 
that they are in the mails at the time of examination. 

Should any unexplained differences or questionable items 
be found, complete details should be included in the report; 
ip the meantime the items should be traced through and 
properly accounted for. 

The possibility of collection items having been collected but 
not credited on the books should be considered. In some cases 
it has been possible to cover up a shortage by showing as 
outstanding items which have been collected, or else by showing 
as outstanding a group of items which do not exist. The 
complete verification of all collection items, whether owned by 
the bank or deposited with the bank for collection, will uncover 
such conditions, if they exist. 

The practice, followed by a few banks, of crediting collec- 
tion items to the account of the depositor, when he deposits 
them, and before they have been collected, should be criticized. 
In effect, a loan is being made for a few days. If it is the 
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intention of the bank to make such a loan, the right procedure 
would be to discount the item, and have the item collected for 
its own account. 

Loans to Other Banks — Large balances on deposit with 
other banks may really be loans and any accounts which are 
consistently maintained at a high figure should be inspected 
with this point in mind. In examining members of the Federal 
Reserve System the provisions of Section 19 of the Federal 
Reserve Act, which provides that “no member bank shall keep 
on deposit with any state bank or trust company which is not 
a member bank a sum in excess of 10% of its own paid up 
capital and surplus” should receive consideration. 

Due from Federal Reserve Bank The account of the 

Federal Reserve Bank should be considered at the same time 
the other bank accounts are verified. Usually there will be 
found two accounts, one a “Reserve” account and the other 
a “Collection” or “Deferred Credits” account, assuming that 
the bank under examination is a member of the Federal 
Reserve System. 

The Deferred Credits account is one to which items that 
cannot be collected immediately due to location of the bank 
on which drawn, are charged. As the items are collected they 
are transferred to the Reserve account, and become part of the 
legal reserve with the federal reserve bank. The Reserve 
account and its requirements is discussed in Chapter XXII, 
“Reserves.” 

In its operation the account is just like the account carried 
with any other correspondent, i.e., deposits are made and drafts 
drawn against it. The balance in both accounts should be 
verified by direct correspondence as of the day of examination. 
A statement should be obtained of the accounts and a recon- 
cilement effected, 
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LISTING OF LOANS AND DISCOUNTS 

Types of Loans and Loan Documents. — Under this head- 
ing are included a bank’s loans other than those secured by 
mortgages or recorded judgments. They include: 

Single-name paper 

Endorsed paper 

' United States bonds 

Collateral loans Stock exchange collateral 

secured by Stocks and bonds of local companies 

Other properties or assignments 

If interest is collected in advance at the time the loan is 
made, it is known as a “discount,” while if interest is only 
collected at the end of certain periods it is known as a “loan.” 

All such items are represented by a note form in the posses- 
sion of the bank, and in the case of secured loans by files of 
collateral and assignments. Some banks have a separate agree- 
ment covering the collateral which is pledged as security for 
the loan, while in others the collateral agreement will be 
included in the body of the note. 

Duty of the Examiner It is the duty of the examiner to 

ascertain that all loans made by the bank, which are unpaid 
at the date of examination, are evidenced by documents on file; 
that they are in good order; that the collateral pledged as 
security on the loans is in possession of the bank and that it 
has been properly assigned. In some cases, but not in all, to 
classify the loans as to their liquidity and value, and to appraise 
and determine the sufficiency of the collateral. 

The First Step, — Upon entering the bank for the purpose 
of examining it, all note files and collateral files should be 
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sealed. They should be kept in this condition until they have 
been reached in the course of the examination and checked out 
completely. In most banks it will be best to check out com- 
pletely the loans which fall due the day after the examination 
and release them, right after the cash is counted and balanced. 
In this way, the examiner will not interfere with the operations 
of the bank and the necessity of breaking and resealing the files 
several times during the day will be eliminated. 

If it is necessary during the time the files are sealed for 
anyone in the bank to obtain a note or item of collateral which 
is in the files, the examiner should break the seal personally, 
remove whatever papers are required, make a note of them, 
secure a receipt and then proceed to reseal the files in their 
previous condition. 

Time of Examination — As to the time when the loans and 
discounts will be examined, this will depend entirely on the 
size and type of bank being examined. In a small institution 
the notes and the collateral can remain sealed for several days 
without causing any inconvenience to the officials of the bank 
or its operation. Any items that may be required can be 
readily obtained, but in a small bank they are apt to be few 
in number. In larger institutions it will be necessary to check 
them out and release them the day after the examination has 
started. It should be the constant aim of the examiner to 
conduct his examinations with as little disturbance to the usual 
routine of the bank as is possible. If this is done, it will gain 
the goodwill of all executives and will facilitate the examina- 
tion by obtaining their complete, or at least their passive 
co-operation. By ascertaining prior to the examination of the 
bank the frequency of reference to the note and collateral files, 
the examiner can determine if the notes should be checked out 
immediately, or if they can be left for the second, third or 
fourth day. 
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The Importance of Sealing — Before breaking the seals 
preparatory to examining the notes, the examiner should 
scrutinize them to satisfy himself that they have not been 
tampered with: This is important. Numerous cases are on 
record, where bonds have been taken from the pledged col- 
lateral files and placed with the bank’s own securities, to replace 
others which had been stolen. After the examination of the 
bank’s own securities they were returned to the collateral file 
to be included in the count of the pledged collateral. If the 
collateral files are sealed in such a manner that any tampering 
or changing of them can be noted, this can be prevented. 

If any suspicion is aroused in the mind of the examiner 
as to the adequacy of the control effected by his sealing there 
are only two courses open to him. If it is in connection with 
the collateral, it will be necessary for him to make a recount 
of all stocks and bonds in the bank whether owned by the bank 
or held by it. This will include collateral pledged as security 
on loans, the bank’s own stocks and bonds, and items left with 
the bank for safekeeping. If it is in connection with the notes 
and the examiner cannot satisfy himself otherwise, it will be 
necessary to recommence the examination of the entire bank. 

While the question of seals is being discussed, it may be 
noted that if it is impossible to examine all notes and collateral 
at one sitting, if that expression may be used, the items' should 
be resealed whenever they leave the custody of the examiner 
or his assistants. This applies to the items which have been 
examined, as well as those which have not, and the practice 
should be continued until all loans and discounts have been 
accounted for. 

How the Notes Are Filed. — It will be found that most 
banks have their notes arranged and filed in two groups : 

x. Time notes 
2 . Demand notes 
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The time notes are usually filed according to dates of 
maturity, while the demand notes are filed alphabetically or 
numerically. The pledged collateral is frequently filed alpha- 
betically in the name of the borrower, although in some cases 
it will be classified and filed in the same order as the notes — 
that is, divided into time collateral and demand collateral and 
arranged accordingly. Collateral agreements, if not incor- 
porated in the face of the note, are usually filed with the 
collateral. Once in a while it will be found that the collateral 
is filed with the note, the control of the note and collateral 
being in the hands of one person. This is fraught with danger 
for the bank and should be criticized severely. 

The current notes should all be in these files. In addition 
to these notes in the regular files there will be other notes which 
must be taken into consideration. They will consist of : 

1. Notes out of the bank for collection at other banks 

2. Notes which are past due, usually found in a separate file 

or in the custody of some officer. 

3. Participation loans, evidenced by agreements. 

4. Notes which have been rediscounted elsewhere. 

5. Commercial paper which may be kept by one of the 

officers. 

These items are discussed in greater detail later on. 

Inspection of the Notes — The examiner should now be in 
a position to undertake the actual inspection of the notes. Each 
note should be scrutinized back and front and in doing so, it 
should be ascertained that: 

1. The notes are properly dated and drawn. 

2. The notes are unmatured. 

3. They are executed without alteration. 

In most states a note to be in correct legal form must have 
the following qualities: 

1, Must contain a promise. 

2. Must be in writing. 
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3. Must be signed by the maker. 

4. Must be payable either on demand or at a stipulated 

time. 

5. Must be payable unconditionally. 

6. Must have the amount definitely stated in terms of 

money. 

7. Must be payable to a designated payee or to bearer. 

8. Must contain the words “to order of” to be negotiable. 

It is just as easy for the bank to lose money through notes 
which are improperly drawn as by holding notes which will 
never be paid ; consequently any exceptions should be noted and 
a list of them prepared showing the maker, number of note, 
amount of note, and the particular exception found. An effort 
should be made to have the exceptions righted while the 
examiner is still in the bank. 

In some cases it may be necessary for the examiner to 
ascertain the genuineness of the signatures which appear on 
the notes. This is a very difficult task and one which the 
examiner himself cannot discharge with any degree of satis- 
faction. If it is necessary to review the signatures it is much 
better- to assign this work to some teller or officer of the bank, 
who is acquainted with the signatures of customers, and who 
ordinarily has no connection with the loans. 

In several instances forged notes have been placed in with 
the good notes to cover up a shortage in the loans. They are 
usually difficult to detect, although the proper internal routine 
will prevent such manipulation. Under ordinary conditions, 
a much better verification can be made of the notes by sending 
a statement to each borrower, with a request to approve it, if 
correct, and return it direct to the examiner. This should be 
done in every case in preference to the detailed examination 
of signatures by the examiner. It may be noted that mail 
verification of ordinary loans is made only on rare occasions. 
However, there are a great many cases, particularly in the 
smaller banks, in which it should be done. 



68 


BANK AUDITS AND EXAMINATIONS 


[Ch. 7 


Listing the Notes — While the notes are being inspected 
a list of some kind should be made of them. In the simplest 
type of examination, where it is merely desired to know that 
the total notes on hand, plus those elsewhere (which are veri- 
fied by correspondence) equal the balance in the controlling 
account in the general ledger, it may be sufficient to list the 
amounts of the notes, as taken directly from their face, on an 
adding machine tape. In doing so, it should be observed that 
items stated to be out for collection, or items which have been 
rediscounted, are not included in the notes which are being 
listed and inspected. Listing the loans and discounts in this 
manner determines their mathematical total, and that there 
were sufficient notes on hand to equal the balance in the general 
ledger account. However, it will not enable the examiner to 
obtain any data as to the type and status of the loans. 

Without this data the real value or worth of the loans 
cannot be determined unless the notes and papers are retained 
by the' examiner until he has ascertained the large lines of 
borrowers, directors’ lines, and sufficiency of collateral. In 
most cases this cannot be done, as it would retard the work 
of the bank. In the smaller banks or where a bank is examined 
over the week-end it is often possible for the examiner to retain 
possession of all notes, and by sorting and resorting them 
obtain the desired information without scheduling them. 

Form of Schedule — For the purpose of obtaining the 
complete information required in the ordinary examination 
several methods may be used. The simplest is to list the notes 
as they are examined, in columnar schedules. This will result 
in the demand loans being listed in alphabetic order, while the 
time loans will be listed in the order of their maturity. The 
schedule used for this purpose would be the same for each 
type of loan and would be somewhat as shown in Figure 12 . 

Listing Two-Name Paper — In listing two-name paper, the 
endorser’s name would lie taken from the back of the note. 
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In doing so, the examiner should attempt to ascertain the 
person, firm or corporation that received the proceeds of the 
note. If this should be the endorser, instead of the maker, the 
name of the endorser on the examiner’s schedule should be 
marked with a star (*) to show that this item will be con- 
sidered as a part of the line of the endorser, instead of the 
maker. 


Name of Bank 

Location 

DEMAND LOANS 

Date 

Date 

„ Maker 

Endorser or 
Collateral 

(x) 

Amount 

Other Loans 

Comments 









Figure 12 . Schedule of Demand Loans 


Listing Collateral. — In the collateral column should be 
inserted a list of the collateral pledged as security for the loan, 
as taken from the face of the note or collateral agreement. 
Most banks maintain a separate collateral record, but it is best 
for the examiner to take the record directly from the face of 
the note or agreement. In ordinary cases the collateral should 
be listed in the note of in the agreement and any changes or 
substitutions should be noted thereon. This gives the examiner 
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an independent record for the verification of collateral. In a 
number of banks substitutions are made, i.e., the customer will 
withdraw the original securities and replace them with others 
of equal value, without record being kept of the changes or 
receipts obtained from the customers for items returned to 
them. Where such a method or lack of method prevails, there 
are usually splendid opportunities, if one is so disposed, to 
borrow securities from the bank and use them elsewhere. 

There should be a column provided by the side of the 
collateral column, so that it may be checked off as it is 
inspected, and as it is verified by mail, if direct verification is 
permitted by the board. 

The Amount of the Note. — The amount of the note 'should 
be taken from the face of the note and inserted in the “Amount” 
column on the schedule. Of course, partial payments should 
be deducted and the net balance shown. In this connection, 
some banks are very lax about seeing that part payments are 
endorsed on the notes. Sometimes only a small slip of paper 
is attached to the note with a pin or clip showing the amount 
of the payment. This is a dangerous practice and should be 
discouraged and criticized. The note form should be such that 
all part payments may be endorsed thereon, preferably on the 
face of the note. Otherwise, it is possible for the clerk in 
charge of the notes to cover up a shortage by neglecting to 
make notations on the notes or on these slips of partial pay- 
ments. Say a note for $5,000 had been paid to the teller and 
he used this money or its equal for his own purposes. As the 
paid note would probably be returned to the customer, a short- 
age of $5,000 would exist between the total of the notes on 
hand and those charged against him. To make up this differ- 
ence, for the purpose of an examination, he could erase or 
detach the notation of five separate payments of $1,000 each. 
After the notes had been listed and found to be in agreement 
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with the controlling account, he would replace the slips or 
notations and no one would be the wiser. 

Notes Which Have been Renewed Again it should be ob- 

served that notes which have been renewed should be marked 
in such a manner that they will not be confused with the cur- 
rent notes. Quite frequently the original note is attached to 
the renewal note and no mark placed on the original note to 
show that it has been renewed. Usually the renewal note is 
for an amount which is less than the original note, and unless 
the original note is marked in some distinctive manner the 
teller can arrange the notes so that the examiner will list both 
of them. This method has been resorted to quite frequently 
in covering up manipulations in connection with loans. 

It is the practice of some banks when they renew a note, 
to secure a new one from the maker without getting the 
endorsers to go on the new note. They retain the original 
note and consider the two as one. There is some question as 
to whether this practice would not release the endorsers from 
liability; notes which have been renewed should have the 
endorsers on them or else be considered as single-name paper. 
When a condition of this kind is found, it may be suggested 
to the bank, that if it is impossible to secure the signatures of 
the endorsers on the renewal note, no new note be made, but 
that the original one be carried along. Of course, this means 
carrying it as past-due paper, which also has its disadvantages. 

The columns provided for “Other Loans” are explained in 
greater detail later on. Briefly they are used to record other 
loans which may appear on the other schedules such as time 
loans, mortgage loans, etc. 

The space on the schedule provided for “Comments” should 
be sufficiently large to note any exceptions or pertinent com- 
ments in connection with the status of the loan. 

Past-Due Notes — After all the notes in the current file 
have been listed, it will be found that there is another file of 
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notes which are past due on the date of examination. These 
should be secured and after inspection added to the schedule 
of the other loans. Occasionally it will be found that some of 
these have been placed in the hands of attorneys for collection. 
In such cases, a letter should be sent direct to the attorney 
listing the note, showing maker, date and amount, requesting 
acknowledgment of the fact that they were in his possession 
at the time of the examination. 

A schedule of the notes found to be past due should be 
prepared and included in the report. Such a schedule is shown 
in Figure 13. 

Name of Bank 

Location 

PAST-DUE NOTES 

Date 



Figure 13. Schedule of Past- Due Notes 


Notes Out for Collection — Then too, there will be notes 
which have been sent to other banks for collection. A list of 
these should be secured from the register or tickler. Those 
which are the property of the bank under examination should 
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be added to the schedule of loans. At the same time a letter 
requesting verification should be sent to the bank to which the 
items have been sent for collection. 

It is believed that the need of such verification has been 
discussed fully in the chapter on Correspondent Banks. How- 
ever, it is desired to emphasize the point that the examiner 
should establish definitely that the collection items were in the 
possession of the collecting bank at the time of the examina- 
tion. If this is not done, it is possible that items may be 
submitted to the examiner as being on hand and then sent 
out for collection. In this way they will be included in the 
count twice, usually with the motive of covering up other 
notes which have been paid, but on which the cash has not been 
turned into the bank. 

Other Notes. — In addition to the classes mentioned above, 
there will be certain notes which the bank has discounted at 
the federal reserve bank, or with its correspondents, and which 
therefore, will not be available for inspection. A list of these 
should be obtained and forwarded to the discounter for verifi- 
cation. This is usually taken care of, when the liabilities are 
verified, but is mentioned here as the items discounted must 
be considered in connection with the loans. 

Commercial paper, i.e., one-name paper issued through a 
broker, is sometimes filed separately from customers’ notes. 
It is often found in the possession of the officers. Inquiry 
should always be made for items of this nature. 

Participation Loans — Another item that may be encoun- 
tered is participation loans. These are large loans held by one 
bank, in which several other banks participate. Sometimes 
they are evidenced by formal syndicate agreements and at other 
times merely by a letter of advice. They are usually secured 
by good stock exchange collateral. For instance, John Doe 
and Company might borrow $500,000 from the First National 
Bank and pledge collateral having a value of $600,000. The 
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First National Bank might not care to carry the entire loan 
and would get four other banks to carry $100,000 each. This 
would to a certain extent make these banks partners so far as 
this particular loan - is concerned. In the example cited, each 
would be entitled to one-fifth of the proceeds or in case of 
trouble to one-fifth of the proceeds of the collateral. The 
bank having direct dealings with the borrower handles all 
details in connection with the loan, sees to it that the collateral 
is s uffi cient, permits substitution of collateral and when the 
loan is paid collects the proceeds. The participating bank is 
advised by letter and by a charge or credit to its account of 
the placing and payment of the loan. If the bank being 
examined is one which has participated in these loans, the 
items should be verified by direct correspondence with the bank 
who placed the loan. 

The Controlling Account. — When all of the above opera- 
tions have been completed the schedules should include a 
complete list of all items of loans and the various columns 
should be .footed. This will give a total which should be 
compared with the total loans as carried in the controlling 
account Loans and Discounts on the general ledger, as it appears 
on the statement which the examiner prepared when he started 
the examination. At this point, we will assume that the bal- 
ance shown in the controlling account is correct, although 
this will be verified. The method of verification will be detailed 
in the latter part of this chapter. 

The Schedules not Sufficient — The schedule of loans 
which has been prepared contains a great deal of information. 
It is excellent for the purpose of ascertaining that the collateral 
is on hand, that it is sufficient and that the total loans examined 
agree with the balance in the Controlling account. But still 
not all the information which might be desired is at hand. 

For instance, John Doe, who is president of Roe and Doe 
Co., has personal demand notes with the bank to the amount 
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of $25,000; in addition he has three time loans aggregating 
$20,000. Besides this he has a mortgage loan from the bank 
in the amount of $40,000 and has endorsed and discounted 
one of the corporation’s notes, the proceeds of which has been 
placed to the credit of his personal account. Now the fact 
that one person is indebted to the bank in this manner does 
not show up at any one place in the schedule' which has been 
discussed. 

On the schedule of demand loans, under the caption of 
John Doe there would be one item of $25,000. On the time 
loans schedule there would be one group of $20,000 under the 
caption of John Doe. Under the caption of Roe and Doe Co., 
there would appear a note for $10,000 which would show 
Doe’s name as endorser in the endorser column. On the 
schedule of mortgage loans, under the caption of John Doe 
there would appear the mortgage of $40,000. 

However, this defect, if it may be called that, may be 
remedied by utilizing the column headed “Other Loans” on 
the schedule shown in the preceding pages. The list of loans 
should be reviewed and wherever any other loans appear for 
the same man or company, the type and amount of the loan 
should be noted opposite his name at the point at which it 
appears for the first time. For example, take the case cited 
of John Doe. In reviewing the schedule of demand loans it 
would be observed that he was listed for an item of $25,000. 
The next place his name would be encountered would be on 
the schedule of time loans, where his name would appear twice, 
once for a note of $10,000 maturing February 1, 19-, and 
once for a note of $10,000 maturing April 1, 19—. Upon 
finding these items the examiner should turn back to the 
schedule of demand loans and at the extreme right of the 
schedule in the column “Other Loans” make the following 
notations : 

$10,000 discounted due February 1, 19 — 

10,000 discounted due April 1, 19 — 



The National Trust Company 



Figure 14* Schedule of Demand Loans Filled Out 
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Continuing the review of the loan schedules it would be 
found that on the note made by the Roe and Doe Co., listed 
with the time loans, John Doe appears as endorser and that 
a star has been placed after his name indicating that he received 
the proceeds of the note and that it should be considered as' a 
part of his personal line. A notation of this item should be 
made, underneath the other two. Then, in going through the 
mortgage schedule which is shown and described in a separate 
chapter, there would be found a bond and mortgage of $40,000 
from John Doe. This should also be noted on the schedule 
underneath the other three items. 

A Borrower’s Complete Line. — When this has been done, 
it may be seen that when a person reviews the list, he will be 
able to tell at a glance the complete line of John Doe. If 
further and more complete information is desired on the 
details of the loans it can be, obtained by referring to the 
schedule from which the item was taken, i.e., time, demand or 
mortgage. A facsimile of the schedule as it would appear is 
shown in Figure 14. 

In the average bank this procedure can be followed through 
for the entire list with great advantage. The results obtained 
should furnish the basis for a most interesting discussion with 
the finance committee or the board of directors. 

The Bank’s Liability Ledger. — All banks maintain a 
ledger of some kind in which an attempt is made to keep a 
record of all the loans made by any one person, firm, or cor- 
poration. The question is often asked as to why the bank’s 
own liability ledger cannot be used for the purpose of showing 
a borrower’s complete line and its details. The answer is that 
in most cases the ledger cannot be relied upon completely. Very 
often loans are made or paid which are not posted to the 
ledger — for example, mortgage loans may not be considered — 
in other instances it will be found that the ledger is only accu- 
rate QH a number of large lines. Qf course, this does not 
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apply to the larger banks which maintain the liability ledger 
in the same manner as their other records. 

When the examiner has ascertained the borrower s lines 
he should compare them with the lines shown in the liability 
ledger. In many cases he will find a large number of items 
on his schedules which do not appear in the ledger. 

In a few banks it will be found that the liability ledgers are 
in excellent condition and do reflect the desired information, 
but very seldom will they show the mortgage loans. It is best 
that these be included in ascertaining the complete line of a 
borrower. In the past it has been the practice to consider them 
as being entirely secured and in a separate class, but the atti- 
tude of the examiner is changing considerably. Quite often 
a company will obtain a fair sized loan from a bank, carry it 
along for a while and then have it changed into a mortgage 
loan. Then it proceeds to get another loan on straight notes. 
In some companies, this practice would be entirely satisfactory, 
in others it eventually places the bank in a position where it 
becomes an unwilling partner in the customer’s business. 
While the mortgage loan is secured it still represents a portion 
of the liabilities of the borrower and should be so considered. 
It sometimes happens that in accepting a loan the directors 
will grant it with the impression that the borrower owns his 
plant, forgetting that they already hold a mortgage on it. If 
anything of this nature has occurred in the past the lines of 
credit will show it up and give the directors an opportunity to 
adjust it. 

Some banks maintain a liability ledger which may be bal- 
anced, as far as the direct line is concerned, with the amount 
of loans appearing in the general ledger. This is done by only 
posting the line as a direct item to one person’s account, or if 
it is posted to two different accounts, by marking one of them 
so that it will not be included in the total for control purposes. 
Where a ledger of this kind is found, it can be definitely deter- 
mined that the items are in agreement with the controlling 
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account, by running the total of all direct lines from it on the 
adding machine and checking back enough of the detail items 
as a test of the accuracy of posting to the correct account. 
If this is not done it may be found that some large loan may 
have been posted to two or three smaller accounts so that it 
would not attract attention. This very seldom occurs and any 
errors that may be found will usually be of a clerical nature. 
If the ledger balances it should be retained in the possession 
of the examiner until he has abstracted the desired information 
from it. 

Using the Liability Ledger as a Schedule. — It may be 
noted that in some of the banks, where it is possible to keep 
the notes and liability ledgers in the custody of the examiner 
for several days his work may be expedited by checking the 
notes against the liability ledgers. Then after the notes have 
been listed on an adding machine to make certain that all items 
have been listed, the liability ledger may be used as though it 
were a schedule prepared in the manner outlined in the pre- 
ceding pages. That is, large lines or excess borrowers may 
be abstracted from it. The only objection to this method is 
that the examiner, unless he copies each loan from the ledger, 
has no permanent record of how he secured the lines, etc. 

Loose-Leaf Method of Listing.— Still another method of 
scheduling or listing the loans is the “slip” or loose-leaf 
method. By this method all loans as they are inspected are 
listed on individual slips of paper about four by six inches in 
size. The advantages of using such slips are numerous. The 
most important is that the work of listing and inspecting can 
be divided into as many separate units as may be desired. This 
makes it possible for many men to work on the notes at the 
same time. After listing, the slips can be sorted and resorted 
into the different classes to show demand and time loans, col- 
lateral loans secured by United States bonds, by stock exchange 
collateral, by stocks and bonds of local companies, etc. It is 
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also possible to give them to as many persons as may be 
desired to check out the collateral; if assistants are available 
the collateral can be checked concurrently with the listing. The 
same thing is true of the appraising or valuing of the collateral. 
In fact, the examination of a very large bank cannot be made 
efficiently and economically without the use of these slips. 

Loose-Leaf Form. — The slips or sheets should be about 
four by six inches in size and should be punched at the extreme 
left of the sheet, so that when desired they can be bound in 
permanent form for typing or discussion. It also enables the 
examiner and his assistants to carry them in a loose-leaf binder 
while using them. This prevents their being lost or mislaid. 
A specimen of the form used for this purpose is shown in 
Figure 15. When using these slips it is customary to mark 
them in some special way, if the amount of the loan is to be 
placed against someone other than the maker. 


Maker Amount $ 

Endorser 


Date Maturity 

Time Demand 

Collateral * Value $ 


Comments 


Figure 15 . Loose-Leaf Slips for Listing Notes 

After the notes have been listed, they should be totaled and 
balanced with the controlling account. Their use for the pur- 
pose of analyzing and classifying the loans is commented upon 
hereafter, 
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Deciding upon the Method to Use — Four different meth- 
ods of listing the loans and discounts have been described : 

1. Running a tape on the notes. 

2. Scheduling according to classification. 

3. Scheduling according to classification and adjusting to 

show other loans. 

4. Loose-leaf method. 

Any one of these may be used. Each serves a certain 
purpose and each has certain advantages over the others. The 
examiner will have to decide for himself as to which he should 
use in a given case. The factors which enter into the matter 
are : 

1. Length of time available for the examination. 

2. Condition of the bank’s books and records. 

3. Number of men available for the purpose of making the 

examination. 

4. The exact amount of information concerning the loans 

which it is desired to include in the report. 

Sighting the Collateral. — Assuming that the loans have 
been listed, it then remains to ascertain that the collateral said 
to be on hand as security for certain of the loans is on hand 
and actually in the bank at the time of the examination. Re- 
gardless of the method used in listing the loans the examiner 
will have in his possession a complete list of the collateral which 
is supposed to be on hand as taken from the notes or agree- 
ments. This should be carefully checked against the actual 
securities. 

The usual method of filing collateral is alphabetically by 
the name of the borrower, although in some cases it is filed 
according to note numbers, and in a few cases it is filed directly 
with the note. The latter practice is very dangerous and should 
be criticized. 

The' first point to be given attention is to note that the 
seals placed on the collateral files by the examiner are intact 
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It should also be remembered that if the examiner is called 
away from the collateral while it is being examined his assistant 
should be present, or else the collateral should be placed in a 
file or receptacle and sealed. The same course should be fol- 
lowed if it is impossible for the examiner to complete his 
inspection of the securities at one sitting. 

Records of Substitutions — There should be securities on 
file for each item listed on the loan schedules or slips as pre- 
pared by the examiner. In a few cases check back the numbers 
on the cer tifi cates of stocks or bonds to make certain that they 
are the same securities deposited by the maker of the notes. 
In the case of substitutions— that is, cases in which the securi- 
ties which were deposited originally have been returned to 
the customer and other collateral obtained — there should be a 
record made of the changes and receipts obtained. However, 
a considerable number of banks do not make such a record; 
many of them fail to make any complete record of the change 
in collateral. As a result of these lax methods, when the 
examiner attempts to check out the collateral, the securities on 
file do not agree with the list which he has prepared from the 
notes or agreements. Ordinarily, receipts should be on file both 
for collateral returned to the borrower when the loan was paid 
off and that returned for substitution. If these receipts are 
not being obtained the bank is placing itself in a very bad posi- 
tion, for it may be possible for a customer to secure part of the 
securities and then claim that he did not receive them. Or it 
may be possible for one of the clerks to obtain them and then 
claim that he delivered them to the customer. Collateral 
pledged with the bank should receive the same care and atten- 
tion as the bank's own securities. The bank’s position with 
reference to the customer is that of a trustee and upon demand 
it is required to produce that which was deposited with it or 
suffer the consequences. 

In reviewing the collateral it should be noted that stocks 
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and registered bonds, etc., are endorsed in blank, or else are 
accompanied by a power of attorney to the bank, properly- 
prepared in accordance with the particular state laws which 
may apply. In short they should be in such a condition that if 
forced to do so, the bank may realize upon them with the least 
effort. In the case of collateral other than stocks and bonds, 
such as savings accounts and personal property, proper assign- 
ments to the bank in its official capacity should be on file. 

In comparing the list of collateral with the actual securities 
the examiner should satisfy himself that the name he has on 
the list taken from the note or agreement is the correct name 
of the security. In quite a number of cases, the same company 
may issue different classes of stocks and bonds and one is apt 
to be confused with the other. As there usually is a consider- 
able difference in the value of these different classes, it may 
be seen that getting the right name down on the schedule is 
important, if the examiner is to determine that the collateral 
as examined is sufficient security for the loans made. 

Need of Direct Verification. — Checking back the record 
of collateral that should be on file, as taken from the collateral 
notes or agreements, against the actual collateral on file, assures 
one that the collateral on file agrees with the record maintained 
by the bank, but it is not conclusive evidence that all collateral 
has been accounted for. This may be readily understood, 
when it is recalled that all the records consulted have been 
made by persons in the bank, who may or may not have made 
them correctly. It may be that the securities have been 
deposited with the bank but have been stolen. There is usually 
no way of finding this out, unless direct communication is had 
with the person or company who deposited the collateral. 

In several cases losses have occurred, because it was possible 
for a borrower to deposit, say, $85,000 in bonds and for the 
clerk to record only $75,060. In one case the clerk borrowed 
the difference and used it as margin at his broker’s. When 
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the customer was about ready to pay his loan, the clerk secured 
other bonds pledged by other borrowers to replace the first 
$10,000. This practice went on for years and was only dis- 
covered when the clerk began to lose on his speculations and 
the brokers liquidated on the collateral. 

External verification can be obtained by sending to each 
collateral borrower a statement requesting him to submit a 
complete list of collateral which he may have had on file with 
the bank at the close of business on the day of examination. 
The form of the letter and the request should be approved by 
some official of the bank or of the board of directors. It 
should be plainly marked so that the person receiving it will 
not construe it to be a request for payment. This is very 
important, as otherwise quite a disturbance may be created. 
Most business men are acquainted with the fact that banks are 


Dear Sir: 

For the purpose of the usual periodic examination of the 
Name of Bank 

at the close of business on will you please certify 

to us the correctness of loans and collateral (if any) as detailed at the 
bottom of this letter, and return in the enclosed envelope, 

Thanking you, we remain, 

Very truly yours, 


Examiners 


Loans Date Amount Date Amount 


Collateral 


The above is correct 


Borrower 


Figure 16a. Letter of Verification for Loans 
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examined periodically, but in some communities and in some 
sections of the larger cities it would be very unwise to send 
out any such statements. The recipients would construe them 
as being a sign of weakness or insolvency, with the result that 
untold damage might be caused the bank’s name and reputa- 
tion. Approval of the directors should always be obtained 
before taking action of this kind. 

Forms used for the purpose of verification with a great 
deal of success are shown in Figures 16 a and b. 

Still another form used with convenience is as follows : 


Dear Sir: 

For the purpose of the periodic examination of the 
Name of Bank 

will you please furnish us, over your signature, a list of stocks and bonds 
pledged as collateral, ’together with the value of same as held by the 
above named bank, on account of your loans, at the close of business 

on ; also please state the amount of your loans 

at that date. 

Very truly yours, 


Examiners 






My loans amounted to $ 

Collateral as follows: 




Description 

No. Shares 
or Bonds 

Market 

Value 

Total 

Value 


Signature of Borrower 


Figure 16b. Letter of Verification for Loans 

In some cases the request to the borrower to insert the value 
of his collateral is omitted and instead a space is provided so 
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that the examiner may value the collateral on the letter when 
it is returned by the borrower. 

Such letters, of course, should be mailed by the examiner 
or his assistants and should contain a stamped addressed 
envelope to be returned to the examiner s office or a post office 
box, if the examination is being made any distance from his 
office. This prevents anyone from substituting a faked letter 
of verification for an original which might show a difference 
if allowed to get to the examiner. 

Partial Verification — In some cases, either the directors or 
the officials of the bank, in order to save a little expense, will 
suggest that verification be made only of the larger lines, or 
the older lines. These suggestions if made in good faith are 
all right, but it will require only a few minutes’ thought on 
the part of the examiner to see that the restricted verification 
will not prove that the collateral has been properly accounted 
for. The only results obtained will be that the loans which 
are verified will be correct, but that is all. Tf mail verification 
is resorted to at all, it should be thorough by all means. 

Having the Bank Make the Verification — Under some 
circumstances it is best to send out the verification letters on 
bank stationery, having them signed by an official of the bank, 
no mention being made of the fact that it is for the purpose 
of examination by outside accountants. A post office box is 
obtained by the examiner and stamped envelopes addressed to 
this box are enclosed with the request. As replies are received 
by the examiner they are checked through. The only disad- 
vantage from the use of this method is that customers may 
return their answers direct to the bank, or may hand them 
in person to one of the officers. Both these acts would be per- 
fectly natural, but on the other hand they would give an oppor- 
tunity to someone to change the letters, if minded to do so. 
Any verifications received other than those received through 
the use of the post office box should be carefully scrutinized 
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and if they are at all suspicious the examiner should receive 
permission from the board to communicate direct with the 
borrowers in question. 

Differences in Verification Letters. — As the replies are 
received they should be checked carefully against the schedules 
which the examiner has taken from the notes and which he 
ascertained to be on file. Any differences should be investigated 
completely or turned over to the directors for their complete 
investigation, when the examiner has carried the matter as far 
as he can. It often happens that the borrower will send back 
a list of the collateral which he may have on deposit at the 
time he receives the letter, which may be entirely different from 
the collateral he had on deposit at the date of examination. 
This usually necessitates considerable correspondence and 
explanation before the proper data are obtained. To avoid 
this the letters requesting verification should be released not 
later than the second or third day of the examination. 

Collateral returned to borrowers between the time the 
examination was started and the time the collateral files were 
reached would be recorded- by the examiner as he broke the 
seals, released the collateral and then resealed them. Conse- 
quently any collateral not on file or deposited elsewhere should 
be accounted for in this manner. However, if the collateral 
files are inspected and then released from the custody of the 
examiner and the verification letters, not sent out for several 
days there will be many collateral transactions taking place 
which the customer may include in his replies, but of which 
the examiner will have no record. 


Collateral Placed Elsewhere for Safekeeping. — Many of 
the banks in smaller towns deposit the greater part of their 
customers' collateral either in the vaults of their correspondent 
banks or with the federal reserve bank, if they are members, 
Tors4fekfflepihg< Such collateral should be verified by corre- 
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quickly and accurately as of the date of the examination. If 
this is not done, it may be possible for some collateral to be 
withdrawn from the safekeeper and placed in the bank's files 
to be counted again by the examiner. The letter used for this 
purpose would be as follows : 

Dear Sir: 

During the course of our periodic examination of the books and 
accounts of the 

Name of Bank 
Location 

we found that on you held certain assets or 

securities for their account. Please send us in the enclosed envelope an 
itemized list of such securities held by you on that date. 

Thanking you, we remain, 

Very truly yours, 


Examiners 

This request is made with 
our approval 


Figure 17. Letter of Verification for Customers’ Collateral Placed with 

Correspondents 

It is possible that a similar letter has been sent to the same 
bank in connection with the bank’s own stocks and bonds, in 
which case, a second letter would be unnecessary, as the corre- 
spondent bank in replying would give a list of all stocks and 
bonds and other assets held by it for the account of the bank 
being examined. 

When Letters Are not Returned — It often happens that 
all letters of verification are not returned to the examiner by 
the time he has completed his examination. When this is the 
case a second letter should be sent to the borrowers concerned, 
or the examiner may wait a reasonable length of time after 
the completion of his examination, and then prepare a separate 
report on the loans which have not been verified. This then 
throws the responsibility for final verification on the shoulders 
of the directors ; they can complete it or they can instruct the 
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accountants to complete it. As the examiner is often restricted 
in the amount of time he can spend on any one bank this pro- 
cedure should be remembered. It often takes as much time 
to obtain verification on this delinquent list as it does to verify 
the balance of the list. 

Before leaving the subject of verification of collateral it 
may be well to note that it is not usual to have the borrower 
report the numbers of certificates except in rare cases in which 
the examiner has reason to believe that other securities have 
been substituted for those deposited by the borrower, indicating 
that someone is in the habit of taking the securities, but replac- 
ing them with similar ones prior to examination. This is not 
apt to happen except in a small bank or in a one-man bank. 



CHAPTER VIII 


VALUATION OF COLLATERAL AND CLASSIFICA- 
TION OF LOANS 

The Sufficiency of Collateral — After ascertaining that the 
collateral pledged is on hand and intact, the next step is to 
value it and determine its sufficiency. That is, it is necessary 
to ascertain that the amount of collateral was sufficient on the 
date of examination to liquidate the loan. 

In the valuation or appraisement of the collateral, much 
the same methods will be followed as are outlined in Chapter 
IX on “Investments.” Prices on stock exchange collateral may 
be taken from any of the .current financial services, while 
unlisted securities may be obtained from the latest quotations. 
In any event a fair valuation should be given the securities. 
If the borrower has been requested to value the securities which 
he has pledged, the prices he places on them should be reviewed 
before being accepted. 

Stocks and Bonds of Local Companies — In the case of 
stocks and bonds of local companies which are not listed on an 
exchange and which do not have a ready market, it is generally 
impossible for the examiner, unless he is a clearing house or 
group examiner, to place a value on them. The directors from 
their intimate knowledge of the community and its industries 
are in a much better position to determine the value at which 
they should be accepted by the bank for collateral purposes. 
Of course, the examiner could secure financial statements on 
the different local companies from various sources and from 
them determine the fair value. But this would consume time ; 
time which could be spent to greater advantage on other phases 
of the examination. Therefore, it is a wise practice to prepare 
a list of all local collateral found in the bank and submit it to 
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the directors or their auditing committee, with the request that 
they set down opposite the names of the companies the value 
of their stocks and bonds. This schedule should be preserved 
by the examiner as his authority for the valuations. He should 
use it in determining the sufficiency of the collateral and should 
refer to it in his report. It often is of value in making subse- 
quent examinations in the same bank or locality. 

If it happens that one of the companies listed is one in 
which a director or a group of directors is interested, it is best 
to review the value which has been placed upon its stocks and 
bonds, so as to make certain that the directors have been 
unbiased in their appraisement. They generally are, but it 
always pays to make sure. 

When Market Value Should Not Be Used Occasionally 

the examiner will find that the market value on stock exchange 
collateral is not the value that should be used in determining 
its sufficiency. Some unnatural market condition may have 
inflated or deflated the market value, whereas the real value 
back of the collateral has remained unchanged. In such a case 
the right thing would be to determine, if possible, a normal 
value and use it. A normal value might be the average for 
the year, disregarding the abnormal or subnormal period, at 
the same time giving due consideration to the latest statement 
of the company and its propects for the future. It is difficult 
to lay down a rule that may be followed implicitly, as the 
judgment of the examiner will have to govern in the majority 
of oases. 

Exceptions — A list of all exceptions to the above as 
regards^ the. condition or sufficiency of collateral should be 
prepared for inclusion in the report. If possible the items 
should be adjusted while the examiner is; still in the bank. This 
ca$, be done by presenting the official in charge with a . list of 
.t|£, ' with a Hottest' that they receive attention. Any 

exc^itidfeS: should alwsfys reviewed with the officer in charge 
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and an opportunity given him to make any explanation of them 
that he can. 

If the collateral loans are of any consequence, it should be 
observed that a definite plan is in effect for the periodical 
checking up of these loans to see that the value of the collateral 
is sufficient. In a larger bank, there will be a clerk to take 
charge of this, but in some of the other banks there will only 
be a kind of haphazard review at infrequent intervals. Some 
banks minimize this portion of their work, by grouping their 
collateral loans in three classes, to be checked up respectively 
monthly, weekly and daily. 

Merchandise and Other Loans. — Stocks and bonds are not 
the only security offered and accepted for security. There are 
merchandise loans made on the basis of trust or warehouse 
receipts. Loans made on warehouse receipts should be accom- 
panied by a certificate of weight and grade and an appraisal 
of the goods. This is generally prepared by public officials or 
by officials of exchanges. Evidence that the items are properly 
protected by insurance should also be attached. 

Those made on the basis of trust receipts should be care- 
fully reviewed. It should be ascertained that the papers are in 
proper order and that there is evidence of insurance coverage. 
In some cases the lien that the bank may have on the merchan- 
dise may be similar to a chattel mortgage, which usually is 
valueless if not recorded. Such loans are very seldom recorded 
in this manner, so that many of the loans made on the basis 
of trust agreements are in effect single-name paper, instead 
of secured loans. 

Loans secured by shipping documents are also encountered. 
These should be reviewed to make sure that the papers are in 
proper shape. Possibility of loss may exist if the documents 
are false, “spent” or “dead,” or if the goods covered by the 
shipping documents are not as stated, or are not in good 
condition. 
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Loans Secured by Accounts Receivable. — Advances are 
also made on the basis of accounts receivable which are 
assigned to the bank. Sometimes payment on these invoices 
are made directly to the bank, more often they are paid to the 
borrower who in turn pays them over to the bank. It should 
be noted that the accounts or invoices assigned are sufficient 
to secure the loan and that they are current. The borrower 
is required to replace all invoices not paid at maturity by other 
invoices, so that the bank is properly secured by a total of 
current invoices. The danger is in the borrower collecting on 
the invoices and using the funds for other purposes. To pre- 
vent this the bank should make or have made a periodical 
check-up of the customer’s books to see that all collections 
received on items which have been assigned have been paid 
to the bank. 

The Approval of Loans by Directors — It is necessary that 
all loans made by banks should be approved by the board of 
directors or their finance committee, either before the loan is 
granted or afterwards. ■ The examiner should ascertain that 
there is a consistent method in use for securing the approval 
of the directors on all loans and that all loans outstanding at 
the date of the examination had been approved by the board. 
Otherwise, it is possible that a loan may be made by an officer 
and not submitted to the board for their approval, with the 
result that eventually a loss might be incurred. 

Some banks number all of their loans in consecutive order, 
which are then entered in a register. This register is submitted 
to the directors at regular intervals, together with the notes 
for their approval. If satisfactory, the directors note in their 

minutes that Loans No to No have been 

examined and approved. Where such a practice is followed, it 
is merely necessary for the examiner to note that all numbers 
in consecutive order have been approved by the directors dur- 
ing the period covered by the examination. This would indi- 
cate that a certain number of loans had been approved by the 
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directors but would not be positive proof that the loans had 
been made to the persons named in the register. To make 
cert a i n that other notes have not been substituted for those 
listed and submitted to the directors, certain of the loans should 
be compared with the register. In the larger banks anything 
of this sort would be more or less impossible as the various 
records would be under the care of different persons. In the 
smaller institutions where the loan transactions are handled al- 
most entirely by one officer, this point should receive attention. 

If the examiner’s suspicions are aroused, the entire list of 
loans and discounts as found by him should be taken up with 
the board of directors or their finance committee and their 
formal approval obtained after reviewing the list in detail. 
However, this subject of a conference or meeting with the 
board of directors is discussed with other things in greater 
detail towards the end of this chapter. 

In other banks it is the practice to list in a special book or 
in the regular minute book the details of the loan, showing the 
date, maker, maturity, amount, etc., which are then read to 
the directors and approved by them in writing. This is the 
better practice of the two outlined as it prevents substitution 
to a greater extent and there is a better record of just what 
the board has approved. 

During the course of the examination it should be ascer- 
tained whether or not the appro, val of loans given by the 
directors or their committee is perfunctory, or if it is an actual 
approval based on an analysis and knowledge of the borrower’s 
financial condition. This can be found out by noting the con- 
dition of the credit files, and asking a few questions as to how 
often new statements are requested from borrowers; how often 
the outstanding loans are reviewed by the directors and similar 
questions. 

The Note Register — The custom is that after a loan has. 
been granted it is posted to a note register and at the close of 
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the day the total of this register is posted to the general ledger 
account. This is done through a journal entry or through a 
settlement sheet. In a few exceptional cases it may be neces- 
sary to check back to this register all debits and credits, i.e., 
all loans granted and all payments made during the period 
under review. This would only be necessary where the records 
of the bank were hopelessly entangled and where it was desired 
to know whether or not the accounts were entangled for the 
purpose of hiding something. If it was required it would be 
necessary to trace each item through the register to the settle- 
ment sheet and from there to the general ledger account. 

Usually it will suffice to compare a certain number of the 
notes with their entry in the discount register or note register 
to make certain that they have been entered in the register 
properly. It is possible for the note teller to enter in the 
register an amount other than the true amount of the note 
to offset a difference which he may have in his cash. In some 
cases it may be desirable to check and compare all outstanding 
loans at the date of the examination, with their entry in the 
register. The type of institution being examined and the 
methods used in operating it will help the examiner to decide 
if this is necessary or not. 

Footing the Register. — The footings of the registers 
should be verified in detail regardless of the size of the bank. 
The understatement of these footings appears to be a favorite 
means of permanently adjusting a difference. In running the 
totals a separate total should be obtained for each day. Then 
by running a list of all the debits appearing in the loan accounts 
in the general ledger and comparing the total of the two classes 
of items, any postings other than those arising from loans will 
be detected. If the two totals agree it will prove that the items 
have been correctly posted to the account 

The Controlling Account^-If art examination has been 
made jpmiodicall^, it will then be possible to verify the accuracy 
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of the credits to the loans accounts in the general ledger. The 
notes outstanding at the beginning of the examination have 
been verified (at a previous examination) ; all debits to the 
account during the period covered by the current examination 
have been proved; also the balance in the account at the end 
of the period under review has been proved by the inspection 
of an equivalent amount of notes or loans. With these three 
facts correctly stated, the credits made during the period can 
be readily obtained. The amount so ascertained should be com- 
pared with the total of the credits as obtained from the general 
ledger account; any differences should be traced through and 
satisfactorily accounted for. This may seem an unnecessary 
operation but it will bring to light any adjustment that may 
have been made to change the loans as examined previously 
at a prior examination, also any adjustment which may have 
been made to offset a note overstated in the note register. 

Analysis of Loans. — When the operations mentioned in 
the foregoing paragraphs have been completed the examiner 
will have satisfied himself that all physical assets have been 
properly accounted for. The next step is to determine their 
value and to make certain that the granting of credit has been 
on a sound basis. This requires an analysis of the loans into 
various types and kinds, by industries, etc. 

The first step is to sort them into time loans and demand 
loans. All banks carry such a classification, sometimes in the 
general ledger and sometimes in a register, but it should not 
be accepted as correct. The examiner should make his own 
analysis. 

So-Called Capital Loans — Theoretically the demand loans 
are supposed to be more liquid than time loans, inasmuch as 
they are payable at the request of the bank. However, in 
actual practice, it will be found that the time loans are usually 
more liquid than the demand loans, with the exception of loans 
made to brokers, call loans. Very often a loan is made and 
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approved by the directors as a demand loan and thereafter 
becomes a fixed asset of the bank, interest is paid on the loan 
as it becomes due, and the loan itself is carried along indefi- 
nitely. In the majority of cases, it may be a good risk, or the 
bank may be amply protected by good collateral, but to allow 
any loan to run continuously for a number of years is not very 
good banking. In one case it was found that a demand loan 
had been running for fifteen years. Such loans can only be 
construed as capital loans, i.e., the bank is supplying to the 
borrower capital which the borrower should be in a position 
to furnish himself. An analysis of bank losses will show that 
many of them arise from demand loans. This is generally 
caused through the fact that the demand loans are not ques- 
tioned or reviewed carefully at frequent intervals. The loan 
is made in one year when the borrower may be in an excellent 
position, or when the local collateral which he pledges is suffi- 
cient to secure the loan. Then during the next year or so, 
things reverse themselves and the borrower may be in poor 
condition, or the collateral may have considerably depreciated. 
Quite often it is collateral of companies in which the borrower 
is interested and he does his best to cover up their poor condi- 
tion. These facts do not become known to the bank, or if 
they do, they are not associated in the proper manner with the 
loans which the bank is carrying. 

Sometimes directors are able to obtain demand loans which 
they use in financing their private enterprises. Where a condi- 
tion of this kind exists to an excessive degree it should be 
changed. Not the least of the reasons for severely criticizing 
such a situation is that if a bank carries too many demand loans 
of the unliquid kind, it does not have the proper funds to lend 
to its other customers for legitimate banking purposes. 

Conference with Directors on Loans. — Any demand loans 
found to be running for more than a year should be segregated 
or marked in such a manner that they may be called to the 
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attention of the board of directors or their finance committee, 
at a conference with them which should be had after the loans 
have been analyzed and classified. 

At this conference, among other things, the demand loans 
should be called to their attention and their written approval 
should be requested on the loans which the examiner has 
marked in particular as well as all outstanding loans at the 
time. This is often the means of bringing to their attention 
items requiring attention which in the ordinary course of 
affairs would remain unnoticed. In the case of loans which 
have been carried for some time, it may be suggested that they 
be changed into time loans having a period of three or four 
months, at the end of which time they may be renewed, or a 
reduction and renewal may be made. If this is done, the loan 
will be automatically called to the attention of the directors 
every few months and there will be less possibility of its run- 
ning on for years, thus helping both bank and borrower. 

There is a legitimate reason for demand loans and there 
is no intention here of criticizing them as a class. Experience 
shows, however, that a demand loan which has been allowed 
to run for a year or more without reduction and which is 
unsecured or secured with stocks or bonds of a local company, 
is dangerous and if not watched will eventually lead to a loss. 
In some sections of the country, on account of crop failures 
or cattle diseases, a bank will have to carry loans for a con- 
siderable time, but in such cases there is no help for the situa- 
tion if the bank is desirous of giving the community which it 
serves true banking service. , 

Classification. — Next the loans and discounts should be 
classified as: 

1. Demand — Secured 

2. Demand — Unsecured 

3. Time — Secured 

4. Time — Unsecured 



Ch.8J 


CLASSIFICATION OF LOANS 


99 

The secured classifications may be carried further to show 
those secured by: 

1. United States and municipal bonds 

2. Stock exchange collateral 

3. Stocks and bonds of local companies 

4. Other security 

The unsecured may be divided into : 

1. Two-name paper 

2. Single-name paper 

Ratio of Different Classes. — It is customary after making 
these classifications to prepare a schedule showing the ratio 
which each class bears to the total. Where previous examina- 
tions have been made, it is very interesting to prepare a com- 
parison of the items for two, three or four periods. This 
clearly shows the trend of the bank’s policy of granting loans 
and is usually enlightening. If slips have been used in taking 
off the loans it is a very easy matter to sort and re-sort them 
and then total them on an adding machine to obtain the differ- 
ent totals. If slips have not been used in taking off the loans 
the classifications can sometimes be made by taking the notes 
and sorting them. If this is impossible it then becomes neces- 
sary to pick them from the loan schedules. If the examiner 
works quickly he can, in the smaller banks, get the required 
data from the notes before he releases them. 

The classification may or may not show separately commer- 
cial paper purchased through brokers and participation loans. 

Items Which Should Receive Special Attention. — In the 
further analysis of loans the following information at least 
should be obtained : 

1. Large lines. 

•, ?. Loans made in excess of the legal limit. 

' . . ;3* Lottos, which are capital loans, , 
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4. Loans made to officers and directors and to companies 

in which they are interested. 

5. Loans which are past due on the date of examination. 

6. Loans segregated as to industries or types of business. 

In cases where it is possible to review the loans as regards 
their collectibility they should be classified as : 

x. Good 

2. Slow 
• 3. Doubtful 

4. Loss 

Large Lines. — By large lines is not meant loans made in 
excess of the legal limit, but lines of credit which are propor- 
tionately large considering the size of the bank and which 
should receive the careful consideration of the board. As to 
what should constitute a large line will depend to a great extent 
on the size of the bank and the size of the community which 
it serves. As a general rule a loan of more than 10% of the 
combined capital and surplus and undivided profits of the bank 
should be considered as a large line. It will not do to accept 
this as absolute, for in many cases 10% will be too low and 
in some cases it will be too high. In calling the attention of 
the directors to these lines, it should be impressed upon them 
that their judgment is not being questioned, but merely that 
they have loaned these individuals or corporations a large share 
of the bank’s money, which has been entrusted to them by the 
stockholders and depositors. In the ordinary course of affairs 
the items would not be called to their attention, especially if 
secured with collateral. It is well for them to review such 
loans and see that they are justified and in order. 

In ascertaining the large lines of a corporation or indi- 
vidual all loans of any kind, unsecured, or secured, including 
mortgage loans, should be taken into account. It is important 
to include mortgage loans for quite often a company will 
change a long outstanding loan from a straight loan to a mort- 
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gage. Then the company might continue to borrow, with the 
result that its total borrowings would be double yvhat they were 
before. In considering the acceptances of these subsequent 
loans the directors might only consider the open line, forgetting 
entirely about the mortgage. In order to find out the equity 
which the bank has in the borrower’s business, if we may put 
it that way, it is absolutely necessary that all loans be con- 
sidered. 

As noted previously, it is usually best to charge against 
each borrower all loans on which the proceeds were received 
by him. Thus all notes discounted, whether his own or those 
of his customers, would be considered as a part of his line; 
indirect, of course, on the assumption that he is, in fact, respon- 
sible for their payment at maturity. The following is typical : 


John Roe, endorsed Richard Doe $11,500 

Notes discounted : 

F. Hughes $260 

O. H. Miller 550 

L. F. Deaner 1,900 2,710 


$14,210 

Loans in Excess of the Legal Limit The next point to 

discuss with the directors are the loans which have been made 
in excess of the limit fixed by law. This limitation varies in 
each state and also depends on whether or not the institution 
is a national bank. Of course, if it is a national bank the state 
limitations do not apply to it. In applying the limitations it 
should be noted that different states have placed different 
interpretations on the items which .should be included or 
excluded in ascertaining if the loan is in excess of the legal 
limit. Care should be taken to see that only the proper items 
are included for the purpose of this computation, for to class 
a man’s line as being in excess when really it is not, is apt to 
cause enmity. 

For report purposes both the list of large lines and ihe 
loans made in excess of the legal limit should be prepared in 
schedule form. If previous examinations have been made and 
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the same names appeared on the previous list, it is well to make 
a comparison or call attention in the report to the fact that 
this particular condition has existed since the previous exami- 
nation. If at the conference with the directors they take some 
definite action to have these lines reduced, it might be well to 
state in the report what this action is, as a matter of courtesy 
to the directors. 

Capital Loans — The subject of capital loans has been 
touched upon previously. In most banks there will be found 
loans which have been carried along for years. In other words 
instead of issuing additional capital stock, floating a bond issue 
or financing himself in some other way, the borrower has taken 
the bank in as a partner in his business. Such a partner, if 
there is a loss, loses everything. These loans would be termed 
“Capital Loans” as the bank has made an investment in the 
borrower’s business. This may not have been the intention 
of the bank in the beginning but that is the final result. Such 
loans may be good, but there is always the possibility that as 
they have become somewhat fixed in the past, they will become 
more fixed in the future, and that in time they may be lost 
entirely. 

The fact that money can be borrowed easily for a more or 
less indefinite period makes some companies very liberal in 
their acquirement of new machinery, and equipment. This 
is not the legitimate purpose of bank loans, but it is what 
often becomes of them. As a result after the money has been 
spent for such a purpose the bank can only look for repayment 
to a mortgage or out of profits, and if there should be a period 
of lean years, there is no telling what the final outcome may be. 

Then, too, a business that does not have to exert itself and 
worry about paying off an obligation may not exert itself to 
the utmost. Frequently the business instead of going forward 
will stand still, or what is worse, go backwards. Contrast this 
condition with a borrower who has to come in every three or 
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four months and request a renewal of his loan. He usually 
comes with a part payment and sufficient data to show the 
credit grantor that the loan is required for legitimate purposes 
and that it will eventually be paid by a certain date. With this 
practice in effect the loan will be gradually reduced and the 
borrower will finally show a “clean slate.” The examiner 
should make the recommendation that all loans which appear 
to be “capital loans” should be placed in such a form that they 
will be gradually reduced and paid off. 

This class of loans should also be scrutinized for possible 
losses for which a reserve should be provided. In one instance 
such loans were made to a company which became financially 
embarrassed to such an extent that while it could pay the 
interest on the loan, there was no possible chance of its being 
able to pay anything on the principal. The officials of the 
bank, in order to defer as long as possible taking the loss did 
not make any demand for the principal or make any attempt 
to charge it off. Several questions on the part of the examiner 
brought this to light and revealed that a considerable loss was 
being carried as a good asset. If any such items are found 
they should be reviewed with the board of directors and a 
suitable reserve provided. In another case a new note was 
taken for the interest, which was taken into the revenue 
accounts, although it was well known to the officers that neither 
the principal note nor the interest note could be paid. 

Loans to Officers and Directors. — The amounts which a 
bank or trust company may lend to its officers and directors 
are fixed by statute. The statutes of the state ip which the 
bank is located, or the National Bank Act, should be consulted 
on this point in the case of national banks. 

In some states the officers are forbidden to have any credit 
transactions with the bank with which they are connected. The 
limitations on directors also apply to companies in which they 
may be Interested. Any violations of these laws should be 
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called to the attention of the board, which is usually anxious 
to comply with all regulations. Disregard of such regulations 
is quite often owing merely to their not having the right 
information at the time the loan is passed. On the other hand, 
there is the unusual case in which the laws are violated fla- 
grantly in the extension of credit to directors and their “pet” 
companies. A more complete discussion of directors and their 
liabilities is given in Chapter XXI, on “Directors.” In that 
chapter is also noted the form of schedule which should be 
prepared showing the direct and indirect lines of all officers 
and directors on the date of examination. 

Loans under the Guise of Investments. — The examiner 
should also consider the investments which may have been 
made in companies in which the directors or a group of direc- 
tors may be interested. This is a means often resorted to, to 
obtain loans which otherwise would be illegal. For instance 
if the limit of a line of credit to a director was $150,000, the 
company in which he was interested might float a bond issue 
of, say, $250,000 which would be taken by the bank, and the 
greater part held by them. In some cases the bonds take the 
form of notes maturing serially, so that they would gradually 
be paid off. Usually, there is very little market for them. 
Any large bond or mortgage investment in local companies 
should be questioned, as it may represent just such a condition, 

Past-Due Loans — The schedule of past-due paper has been 
described previously. This list should be presented to the 
directors for their comments and action. Generally it will be 
found that the majority of the notes will be renewed in a better 
form, although there may be some items which are actual 
losses, which should be charged off or a reserve provided for 
them. 

The examiner should observe if it is customary to have a 
considerable amount of past-due paper at all times. If this is 
found to be the case it should be called to the attention of the 
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board, for such laxness generally leads to heavy bad debt 
losses. 


Ascertaining the Losses. — If at all possible a committee of 
the directors should review the loans in detail with the exam- 
iner and classify them as good, slow, doubtful, and loss. This 
will not require a great deal of time if the directors are in 
close contact with their bank, and it gives a very good idea of 
the general condition of the loans. If the items of losses 
amount to much a reserve should be provided upon the consent 
of the directors, so that the loans may appear on the balance 
sheet at a realizable figure.' 

Of course, the examiner can make this analysis of the loans 
himself, but to do it properly would require considerable time, 
as he would have to review the credit history of all unsecured 
lines. Besides this there would be outside factors which he 
would not be able to obtain in the short time which he could 
give to his analysis. If the general condition of the loans 
were bad, however, it might be best not to place too much 
reliance on the opinion of the directors, but to use their esti- 
mate of the possible losses and doubtful items as a working 
guide only. 

In looking for items which may constitute bad debts a 
comparison of the lines with lines at previous examinations 
will be helpful. A statement showing the bad debt losses over 
a period of years in addition to their ratio to average loans is 
usually interesting to the directors, for it indicates— elimi- 
nating times of business crises — the trend of care and fore- 
thought back of the granting of loans. 

In providing a reserve for losses, it should be remembered 
that in addition to the actual losses known at the time of the 
examination there are other losses which will be incurred for 
which provision must be made. Many of the items which are 
very current at the time of the examination may prove to be 
bad before maturity. In this connection the examiner should 
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consider the item of statutory bad debts, which are items on 
which no interest has been paid for a period of six months. 
Very often such items are collectible but as the state and fed- 
eral examiners are forced to look upon them as bad debts it 
is best to charge them off or provide a reserve for them. 

Diversification o£ Credit Lines. — Another point to be 
brought to the attention of the directors is the diversification 
of their credit lines. That is, are they concentrating their 
loans in one particular type or class of industry? For instance, 
a bank will handle automobile paper, discount it for dealers, 
and find it so profitable that it will go after that particular line 
of business, until the greater part of the bank’s loanable funds 
are invested in the automobile industry. This is all very well 
as long as business is good, but in a slump, such as was expe- 
rienced several years ago, big losses will have to be taken. In 
some banks it will be the leather business, in others lumber, in 
others building construction, and so on. Again it will be found 
that loans are being made solely to wholesalers, or retailers, or 
manufacturers. A bank’s loans should for safety’s sake be 
made to as many kinds and types of business as possible. As 
it is unlikely that a depression would affect every kind and type 
of industry at the same time, the bank’s chance of loss is con- 
siderably reduced. 

A condition of lack of diversification is apt to occur in the 
larger banks as well as in the smaller ones. As a matter of 
fact it will generally be found in the larger banks, for the 
smaller banks serve small communities, while the larger banks 
serve only portions of the larger communities. 

As to the method of securing the data to determine 
whether the lines are being concentrated, this must be left to 
the examiner. An experienced examiner by reviewing the list 
can nearly always tell whether a particular industry or type 
of business is heavily represented. If necessary an analysis 
can be made, showing the exact amount loaned to each trade, 
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Other Loans. — The remainder of the loans not covered by 
any of the classifications mentioned should be discussed with 
the directors in a general way. The examiner may then bring 
to their attention any exception that may have been found in 
connection with the line, or anything else which may occur to 
him. In localities where one examiner would be in the habit 
of examining a number of banks continuously he would gradu- 
ally acquire a considerable amount of valuable credit informa- 
tion. This would place him in a very advantageous position 
to judge the worth of the loans. At the same time, he would 
be able to transmit a portion of this data to the directors with- 
out violating his code of ethics or stating the source of his 
data. 

As an example he may find that John Smith, who is rated 
as being worth $i 00,000, has a line with the bank being 
examined of $50,000, and that the bank officials are of the 
opinion that this is the only loan he has. The examiner knows 
that he is carrying a loan of $50,000 in a bank down the street 
or in the next town, and that the officials of the other bank 
are also of the opinion that theirs is the only loan he is carry- 
ing. In such a case it would be entirely ethical for the 
examiner to suggest that it is possible that Smith may be 
borrowing from other banks and that Smith should be required 
to submit a balance sheet which has been certified to by some 
reputable public accountant. This balance sheet would show 
his total loans and the banks could act accordingly. Or, in 
another case he may recall that Richard Roe, who used to carry 
his account with another bank, was always neglecting to meet 
his notes. In such a case he may suggest that the Roe account 
be watched very closely. Under any circumstances, however, 
the examiner should refrain from mentioning any names, dates, 
facts, or figures, merely suggesting that the bank should take 
steps to see if a borrower is a duplicate or double borrower, 
or that care should be exercised in granting credit. Of course, 
if a credit bureau is being maintained by the clearing house or 
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by a group of banks, this information would not be required, 
as information regarding duplicate or double borrowers, or 
unsatisfactory lines, would be obtained from the bureau. 

Obtaining the Approval o£ the Board. — After the loans 
have been reviewed the examiner should request the finance 
committee, or the chairman of the directors, to initial the list 
of loans which have been discussed and called to their atten- 
tion, as well as the remainder of the lines. If this is done, it 
would not be necessary to ascertain that the loans had pre- 
viously been passed by the board, as the fact that they were 
then initialing and approving them is knowledge of the fact 
that they know they exist. Some examiners for some reason 
or other often prefer not to meet the directors to discuss the 
credit situation of the bank. It is the writer’s opinion that an 
opportunity to discuss credits with the directors should never 
be overlooked. They are usually very anxious to talk to the 
examiner and get his thoughts and criticisms. It enables the 
directors to give their side of the story and they may have 
information which may change the aspect of things entirely. 
They are in personal contact with the customers of the bank 
and usually know a great many of them personally. They can 
decide almost immediately on a certain fact, whereas it might 
take several hours’ research on the part of the examiner to 
secure the same information working by himself. The review 
is also of great assistance to the directors for it brings all of 
the bank’s loans to their attention to be considered in the light 
of current events and conditions, rather than as they were 
when granted. 

Verification o£ Income from Loans. — Before leaving the 
subject of loans and discounts, the verification of income from 
this source should be discussed. In addition there is yet to 
be considered the asset of money due the bank for interest 
accrued but not yet due, and the deferring to a future period 
of interest collected by the bank in advance on discounts. 
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In banks which maintain a method of accruing the income 
daily, it is a very simple matter to check out their system of 
daily accruals to ascertain that it is being operated properly, 
and then to compare the actual income received plus that yet to 
be received with the amount that should have been earned 
during the period according to the accrual method. Of course, 
the accrued earnings set up at the beginning of the period 
would have to be taken into account also. Any differences 
should be investigated and reasons for them found and 
explained. The accrual method, if properly operated, gives 
a positive check on the earnings. 

In many banks no method of accruing income as it is 
earned or of deferring it if it is collected in advance is in use. 
As a result the examiner has nothing but the book records to 
check to for the purpose of verifying the income received by 
the bank. In a bank of any size it is impossible for the 
examiner to attempt to verify the computations and receipt of 
all income in detail. About all that can be done is to check 
the daily footings, or postings to the interest account and then 
to make test checks in detail of several days or weeks, as the 
occasion demands and time permits. 

If an auditor is carried by the bank it will be found that 
methods have been devised for the checking of the income 
daily. In some instances a special man from the auditor’s 
department is assigned to the discount teller, verifying the 
transactions as they occur. In other cases the auditor main- 
tains a duplicate record of all transactions in notes and dis- 
counts. Another method is to have the auditor check all 
transactions in detail the day after they occur. Some banks 
spend a great deal of money rechecking their work in connec- 
tion with loans, although if the proper accrual method is 
operated and the staff organization is properly arranged, there 
is no necessity of rechecking all transactions. For the accrual 
method will control the income to be received, while the right 
Staff organization will prevent the possibility of someone 
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manipulating the accounts. Of course, neither of these 
arrangements will prevent mathematical errors from occurring, 
although the accrual method will pick them up after they have 
occurred. 

The examiner should review the method of internal control, 
if any exists, and if possible make recommendations so that it 
may be strengthened or the cost of its maintenance reduced. 
Where there is a good internal control the examiner need only 
spend a little time on the verification of income. 

In the smaller banks, more attention must be given to this 
item. All footings in connection with interest should be footed 
in detail. Besides this, the average interest rate should be 
applied to the average loans and average discounts to obtain a 
guide figure with which to judge the adequacy of the earnings 
indicated on the books. 

Deferred Income. — In discounting notes the bank, of 
course, collects the interest in advance. As a result a statement 
taken from the books of a bank, unless they are kept on the 
accrual basis, will fail to show that the bank has taken into its 
earnings a certain amount of interest which it has yet to earn. 
A liability exists that is not being shown. Some banks, recog- 
nizing this fact, do not show the discounted notes at their face 
value, but at their discounted value ; the difference representing 
interest being taken into earnings when the note is paid at 
maturity. Of the two, the latter is the better, but it has the 
effect of understating the earnings. 

The item of “Unearned Interest” is very seldom set up, 
except at the end of a fiscal period in these banks, and some- 
times not then. It is the opinion of some officers that the 
unearned interest and the interest accrued but not yet due 
approximately offset one another, but unfortunately this is not 
so. By making an inspection of the statements shown by banks 
in which the daily accrual method is in use, it will be noted 
that there is often a considerable difference between the two 
classes of items, 
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Accrued Interest Not Yet Due — At the time of the ex- 
amination there will also be loans on which the interest is paid 
periodically but not in advance. This represents an asset of 
the bank and the comments made in connection with unearned 
interest apply with equal force here. 

In order that the true earnings of a particular period or a 
true balance sheet be prepared it is necessary that such items 
be taken into consideration. In small banks it does not make 
much difference, but in the larger banks the examiner should 
attempt to have the bank take these items into account once a 
year. In the smaller banks the loans are fairly uniform from 
period to period and while the earnings as shown will not 
represent the true earnings of a particular period, they will 
include sufficient earnings of the previous period and the future 
period so that they will reflect the earning power of the bank. 
In the larger banks, as there is often a considerable variance 
in the loans, the interest collected in one period may have been 
earned in a prior period, or vice versa, with the result that the 
earnings of one period may show a large increase, whereas 
there may have actually been a decrease. 

In the majority of cases the examiner’s visit will not 
coincide with the close of the fiscal period, and it would not 
be necessary for the examiner to spend much time on the 
accrued and deferred items unless the balance sheet was to be 
used as the basis of a consolidation or merger, and perhaps 
not then, if the other banks were agreeable. However, he 
should state in his report and on the balance sheet that neither 
the unearned interest nor accrued interest is being shown. On 
balance sheets prepared as of the close of the fiscal year an 
attempt should be made to provide for these items in some 
manner, either through a reserve or through an estimated 
liability. 

Loans Previously Charged Off — Among other points re- 
garding loans which shduld receive attention, it should be noted 
Whether there is some method in use to keep a record of paper 
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which has been charged off in previous periods. It should also 
be noted whether this record is kept in such a manner that it 
would be possible for recovery to be made on such items and 
have some one of the officers or tellers pocket such recoveries. 

Overdrafts — The subject of overdrafts is more fully 
covered under the chapter on Deposits, but it may be observed 
that all overdrafts should be considered in connection with the 
loans. An overdraft is in effect a loan and in the determina- 
tion of a borrower’s line an overdraft should be added to his 
other borrowings to ascertain his total loans. 



CHAPTER IX 


BONDS AND STOCKS— INSPECTION AND 
APPRAISAL 

Usual Scope and Nature o£ a Bank’s Investments. — It will 
be found that a bank's investment in stocks and bonds is one 
of the largest if not the largest items on the bank's statement. 
While it is large in point of value, however, the securities 
which the account represents are often small in volume. This 
permits of easy and complete verification. 

The account as carried by different banks varies in name. 
By some it is called “Stocks and Bonds," by others “Bonds 
and Securities Owned," “Securities Owned," and so forth. 
Sometimes all investments of this character will be found in 
one account, but more often separate accounts are maintained 
for the following divisions : 

1. Government bonds 

2. Bonds to secure circulation 

3. Other securities 

4. Stock of the Federal Reserve Bank 

As the methods of verification are similar for all of these, 
all forms of investment of this kind are discussed under the 
caption of “Stocks and Bonds." It will be found that the 
majority of securities owned consist of bonds, although there 
are a number of banks which invest considerable amounts in 
stocks. There is no rule against the investment of a bank's 
funds in stocks. However, bonds are safer and most banks 
confine themselves to bonds, only carrying such stocks as are 
received by them through reorganizations, as bonuses and the 
like. 

It is the practice of moderh institutions to carry a detailed 
ledger in which tomplete details of all investments are shown. 

11 3 
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These include the date purchased, from whom purchased, and 
certificate and bond numbers. Columns are maintained for 
both the par value and cost value. A controlling’ account is 
carried in the general ledger and the total of the amounts shown 
in the subsidiary ledger should balance or agree with it. In 
some instances this control is carried on the basis of par value 
of securities as well as cost value. This is done so as to control 
the income from the securities and provide daily accruals of the 
earnings. 

Scope of the Examination — It is not sufficient for the 
examiner merely to come in and inspect all the securities in 
the bank. If this were all the examination would be a mere 
clerical operation which anyone could perform. The examiner 
must go further; he must not only examine all securities on 
hand, as well as those deposited elsewhere, but he must also 
determine that all securities which should be held by the bank 
have been sighted or properly accounted for. 

• Upon commencing the examination all securities of any 
kind owned by the bank should be sealed and kept sealed until 
all other securities in the bank, including pledged collateral and 
that deposited with the bank for safekeeping, have been checked 
out. The securities can usually be kept sealed for two or three 
days, sometimes longer, without inconveniencing the officers. 
It is the practice of many banks to keep their securities at the 
federal reserve bank or with one of their correspondents for 
safekeeping. When this is done the work of the examiner is 
considerably reduced as all such items can be verified by obtain- 
ing a certificate from the safekeeper. 

Scheduling the Securities. — In examining the stocks and 
bonds it is generally best for the examiner to prepare his own 
list or schedule of them, although time can be savjd by check- 
ing the actual stocks and bonds against the investment ledger 
or record maintained by the bank. If this is done, however, 
care should be taken to see that there are no erasures in the 
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record and that the record remains in the custody of the 
examiner or his staff until the securities have been completely 
verified. 

If the examiner is to prepare his own schedule, he or one 
of his assistants can copy on working sheets a complete list of 
the securities as they appear in the investment ledger. As the 
actual bonds and stocks are examined they are checked off on 
this schedule. In this way the examiner can satisfy himself 
that the securities are on hand and that the detail records of 
the bank show the same detail of stocks and bonds as that 
which he inspected. 

In some instances, and in the case of large banks where 
the work of examining the securities will be divided between a 
number of assistants, the securities may be listed and checked 
on loose-leaf slips about four by six inches or five by eight 
inches in size, punched to fit a loose-leaf binder. When these 
slips are used, a separate sheet is used for each different kind 
of security and the forms are printed up so that the work of 
inserting the desired information is reduced to a minimum. 
Under this plan the securities are listed as they are examined 
and then compared with the investment ledgers. The principal 
advantages to be derived from the use of the loose-leaf method 
of listing is that the work may be spread among as many 
assistants as may be required ; one group can list while the other 
group verifies; one can value while the other analyzes; then 
too, the slips can be sorted and re-sorted into any number of 
classifications. To prevent the loss of any of the slips it is 
usual to number them consecutively before using them, then 
after all items have been listed, all numbers are accounted for. 

Data for the Schedules. — In the examination of the secu- 
rities the following information should be obtained for the 
records or working sheets of the examiner, regardless of how 
it is secured, i.e., whether it is taken from the securities and 
checked back against the investment ledger, whether it is taken 
from the investment ledger and checked back with the actual 
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stocks and bonds, or whether it is taken off on the separate 
slips directly from the securities. 

In the case of stocks: 

1. Certificate number 

2. Par value 

3. Class, i.e., common, preferred, etc. 

4. Dividend rate, and whether cumulative or not 

5. Name of issuing company 

6. Number of shares held 

7. Total par value held 

8 . Book or cost value 

9. Market value 

In the case of bonds : 

1. Serial number 

2. Par value 

3. Name of issuing company 

4. Description, i.e., first mortgage, first and refunding, 

general, etc. 

5. Interest rate 

6. Interest dates 

7. Maturity 

8. Total par value held 

9. Book or cost value 

10. Market value 

Under some conditions not all of this information will be 
required, but if the examiner is to continue making examina- 
tions of the same bank, he will find it very convenient to have 
this information in his own records, so as to be in a position 
to check through all changes, both additions and reductions, 
that may occur in the investments between examinations. In 
some cases it will be sufficient to ascertain the number of shares 
or amount held, name of security, interest date and rate, and 
book value. In others, it will not be necessary for the examiner 
to prepare any record of his own at all, but merely to verify 
the bank’s own investment ledger and use it to obtain the 
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various values required in total form. Under neither of these 
two methods, however, would it be possible to give the com- 
plete report and comments which the subject requires. 

Inspection of Securities — When inspecting the bonds, it 
should be noted that all matured coupons have been clipped and 
that all unmatured coupons are attached. Both these points are 
important. Instances are known where in clipping coupons 
which have matured, future coupons have been detached at 
the same time, to be used by someone personally when they 
matured. Again, coupons have been allowed to accumulate 
and when they were clipped, only the current coupons were 
turned into the bank, the old coupons being retained by the 
person in charge and cashed personally. As a general rule it 
may be said that where the coupons are allowed to accumulate 
before being clipped, it is evidence of poor records and lack of 
an adequate system of safeguard. 

In reviewing the stock certificates, it should be noted that 
the certificates are issued to the bank in its own right, and that 
they have not been borrowed to make good other certificates 
which may have been stolen. There is a case on record of a 
cashier who took the bank’s stocks and bonds which he pledged 
as margin on his broker’s account. He was successful in 
speculation and borrowed more of the bank’s securities, using 
all of his gains for other purposes. In a few cases, his broker 
sold the pledged securities and the cashier was forced to pur- 
chase other securities to make good those which he had stolen. 
This he did, with the intention of reselling them as soon as the 
bank had been examined. However, at this particular exami- 
nation, the examiner compared the certificate numbers and 
other items and finally decided that the securities he examined 
were not the original securities held by the bank and which 
he had inspected at prior examinations. This directed suspicion 
towards the cashier who had the custody of the securities and 
an unexpected examination shortly thereafter showed that he 
was jusing the bank’s investments for his personal use and gain. 
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Any erasures or alterations on stock certificates should be 
questioned and satisfactorily explained. All securities exam- 
ined should be the property of the bank, but in a number of 
instances securities borrowed from others have been included 
as though they belonged to the bank ; again, it has been possible 
for persons in the bank to remove securities from the collateral 
or safekeeping files and place them in with the bank’s securities 
for the purpose of inflating their total value, or for the purpose 
of covering up a shortage. A review of the minutes of the 
directors’ meetings will show whether or not the borrowing 
of any bonds has been authorized, while the proper sealing 
of all security files, which includes : 

1. Securities owned by the bank 

2. Collateral files 

3. Safekeeping files 

4. Trust department securities 

will prevent the moving of securities from one file to the other. 

If examinations are being made continuously, the examiner 
can obtain a complete record on his initial examination of all 
securities and by carefully checking all sales and purchases at 
subsequent examinations, he can after two or three examina- 
tions absolutely ascertain that the securities examined are the 
property of the bank. 

Securities not on Hand — When the examination is made, 
it will be found that not all bonds or stocks are on hand at the 
bank, but that they have been placed elsewhere for the follow- 
ing reasons : 

1. Pledged as collateral on loans made from other banks. 

2. Deposited for safekeeping elsewhere, at brokers, at cor- 

respondent banks, or with the Federal Reserve Bank. 

3. Pledged with the United States Treasurer to secure 

circulation. 

4. Pledged with governmental authorities to secure official 

deposits, such as state deposits, etc. 
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5. Bonds or stocks deposited with stockholders or protective 

committees in the case of bankrupt companies or de- 
faulted securities. 

6. Held by brokers for sale or delivery, he., sent to them for 

sale, or purchased and paid for, on which only interim 
receipts have been received. 

A list of such securities out of the bank on the date of 
examination should be obtained from an official source and a 
letter similar to that shown in Figure 18 should be sent direct 
to each depository, for the purpose of determining that the 
securities supposed to be held by them were actually in their 
hands at the time of the examination. 

Dear Sir: 

During the course of an examination of the books and accounts of the 

Name of Bank 
Location 

at the close of business on we found that you 

held certain assets or securities for their account. Please send us, in the 
enclosed envelope, an itemized list, showing numbers, etc., of items held 
by you on that date. 

Very truly yours, 


Examiners 

This request is made with 
our approval 


Figure 18. Letter of Verification for Bank Securities Deposited Outside 

of the Bank 

Particular attention should be given to the replies, to make 
certain that the securities in question have not been already 
submitted to the examiner and then sent outside to be verified 
by correspondence, thereby taking the same lot of securities 
into consideration twice. Special attention to the certificate 
and serial numbers, and proper sealing of all security files 
when the examination is started will prevent this. 

Book Value of Securities After the listing has been 

dqi^pleted imd it has been ascertained that all securities have 
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been taken into account, the next step is to insert the cost or 
book value of the individual items. Upon totaling these book 
values the sum should agree with the balance carried in the 
controlling account in the general ledger. 

In a few instances it will be found that no subsidiary record 
is being maintained for investments and that all the detail of 
purchases and sales is carried in the investment account in the 
general ledger. Where this condition exists it will be rather 
difficult to obtain the true book value, as the figures will have 
to be taken from memoranda records of various kinds, and 
there is no way of proving that these are the true values, with- 
out going to a great deal of work, especially if there have been 
a number of purchases and sales of the same kind of security. 
The examiner should recommend that a subsidiary record, to 
be controlled by an account in the general ledger, be started 
immediately, showing the details of all investment securities 
held by the bank for its own account. This will eliminate the 
detail from the general ledger and will allow a more detailed 
record to be placed in the subsidiary ledger than would be the 
case if all the detail was carried in the general ledger. If it 
is possible to place the keeping of the subsidiary ledger in the 
hands of someone who will not have access to the actual securi- 
ties, it will be possible to exercise a double control over the 
securities to a certain extent. 

Reserve for Depreciation of Securities In some ba nks 

it will be found that the book value of investments represents 
the depreciated values at which the bank has been instructed 
by supervising authorities to carry them. In others it will be 
found that the book value represents the original cost, regard- 
less of the depreciated value. In the , latter case a separate 
reserve for depreciation of securities is carried to show how 
much has been written down on the investments. In preparing 
a statement the reserve for depreciation of securities is 
deducted from the book value, which is original cost, and only 
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the net depreciation value is shown. By this means the same 
result is obtained as though the individual items were reduced 
to their depreciated values. This method has the advantage 
that the original cost is never lost sight of, and this is impor- 
tant not only for income tax purposes, but also for the purpose 
of determining whether the bank is really making or losing 
money on its investments. Quite often it happens that an 
investment purchased at, say, par is depreciated to 50 over a 
period of four or five years. The security is eventually sold 
for 60 and the year in which it is sold will receive credit for 
a profit of 10 points although this profit is really a correction 
of the losses taken during the preceding five years. Proper 
records will enable this kind of information to be shown and 
will prevent the directors from assuming that the profits from 
sales of securities are entirely due to skillful trading by the 
officers, or that the losses are due to lack of skill. 

Verifying Changes in the Securities. — All postings to the 
general ledger account of investments in bonds and stocks 
should be checked in detail. All transactions occurring during 
the period under review should be further verified by an inspec- 
tion of the brokers’ bills, statements, etc., which should be on 
file. If not on file direct communication should be had with 
the broker and the necessary information obtained. When 
this procedure is carried out, it prevents borrowed securities 
being presented to the examiner as the property of the bank, 
as all new bonds must be evidenced by a bill of sale. 

It should be ascertained that the account has been properly 
reduced, in the case of sales, by the book value of the security 
sold. In some instances it was found that only the proceeds 
of the sale were applied to the credit of the account, no con- 
sideration being given to the profit or loss on the transaction. 
In this way losses were covered up and the accounts were 
overstated. An example taken from an actual case was as 
follows: Certain securities had been purchased for $10,000. 
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They were held over a period of four years during Which time 
the book value of this particular security had been reduced to 
$9,000. During the fifth year they were sold for $2,000. No 
entry was made on the books other than the crediting of the 
$2,000 received from the sale to investment account in the 
general ledger. Here was a loss of $7,000 which did not 
show up until the account was analyzed and an attempt made 
to show each investment at true book value. Of course when 
the securities are sold for more than book value there is a 
profit, which if left in the account reduces the balance of the 
account below true book value, acting as an additional reserve. 
This is all right but it is best to show all profits or losses on 
sales separately and to maintain the investment account at cost 
value if possible, if not at true book value. 

Appraisement of Securities — The next step and the most 
important one in determining the solvency of the bank is to 
determine or appraise the investments at market value at the 
date of the examination. Book values cannot be accepted as 
representing the true value of investments as an asset to the 
bank, even though they have recently, been valued by some other 
person. Many banks, through the continuous writing down 
of their securities, carry a secret reserve, which in the case of 
one large bank in New York amounted to nearly a million 
dollars. In the majority of cases the account is carried at as 
high a value as is possible! 

It may require a little extra effort to value the entire list, 
but the definite results to be obtained are well worth while. In 
the case of securities listed and dealt in actively on the stock 
exchange, the prices at the close of business on the day of 
examination should be used. However, it will be found that a 
considerable portion of a bank’s investments are not dealt in 
daily and that recourse will have to be had to brokers and 
financial publications to obtain the latest "bid" and "asked" 
prices. Even when prices are obtained from such sources, 
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they cannot be considered final, for they may represent isolated 
transactions which are not at all indicative of the true market 
value. As a general rule the bid basis is the price that should 
be used in valuing the investments, although the examiner will 
have to use his best judgment on this point, so as not to work 
an injustice against the bank being examined. Securities pur- 
chased by a bank for its own account are usually acquired with 
the intention of holding them until maturity or until such time 
as a profit can be obtained from their sale. Quite frequently, 
due to market conditions, a bond that is inherently sound may 
have a low market value. To require the bank to take a loss 
on such an item through an increase in its reserve for deprecia- 
tion might, or might not, be the right thing to do, when it is 
considered that the bank has no intention of selling the bond. 

What Is a Fair Valuation. — The following quotation 
which is taken from a speech made by Francis Coates, Jr., 
Clearing House Examiner for Cleveland, Ohio, before the 
Robert Morris Club at Detroit on June 12, 1919, expresses 
very clearly the factors which should be employed to obtain a 
fair valuation of investments : 

Bonds are divided into two classes, Listed Securities and 
Unlisted Securities. 

On a liquidating basis of any particular date, we can be 
guided by stock quotations only on a very small class; namely, 
on those on which transactions are current and on which there 
is a close and active market, with differences between “bids” 
and “offers” of not over one point. On other listed securities ■ 
on which there is a wider market, with differences of from one 
to five points between “bids” and “offers,” it is difficult to 
determine a liquidating value from quotations. On the other 
class of those securities, listed or unlisted, on which there are 
a few or no transactions, , it is impossible to arrive at a fair 
liquidating value from customary sources. In each of these 
three classes I have dealt solely with liquidating values and 
the question arises whether a liquidating value is a proper or 
2 jftst basis pa which 1 to place's valuation of bonds held in 
1 ’ ^bank’s investment account. We will probably agree that 
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it is not. Except in those banks which maintain a bond de- 
partment for the purchase and sale of securities, bonds are 
purchased as an investment, and if, they are high grade, with 
the worth of the principal insured at maturity, it seems mani- 
festly unfair that they should be subjected to a charge for de- 
preciation beyond a point necessary to insure a fair interest 
return on the investment. 

In valuing the assets of a bank or trust company, con- 
sideration should be given to the fact that they are going con- 
cerns, and in all probability can carry the investment without 
being forced to liquidate it, until such time as the market value 
recovers, or until through maturity of the obligation, the full 
value is obtained. In smaller banks carrying small lines, the 
comparatively small amount of depreciation might not prove 
burdensome, but in large institutions which frequently carry 
single issues in large amounts, a depreciation of a fraction of 
a point or several points would be a serious matter. We are 
of the opinion that bonds like other loans should be valued 
largely on the basis of their actual worth without regard 
to an abnormally low market, or entire absence of market. 

New York Stock Exchange transactions are generally 
taken as a basis. These, however, reflect but a small percent- 
age of the actual market transactions in New York, the large 
bulk of which are handled by New York bond dealers pri- 
vately and do not appear in the records of the Exchange. 
Further, except on those securities which enjoy a close and 
active market, the quotations do not reflect a true market in 
many instances. In the case of a dealer owning or controlling 
the bulk of a large issue, he will place a “supporting” bid on 
the Exchange at a price slightly below the actual dealers 
market and thereby acquire such securities as are offered for 
sale. Keen bankers are kept in touch with such conditions, 
and they are consequently able to avail themselves of an addi- 
tional profit, and this must be taken into consideration by the 
examiner in valuing a bank's investments if a fair valuation 
is to be given. 

On those securities on which there is a wide market or no 
market we are dependable upon the nominal quotations occur- 
ring in the Commercial and Financial Chronicle which are, as 
a matter of fact supplied monthly to the publishers by those 
dealers handling the various issues. 
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From these remarks it may be seen that the examiner has 
to use his own judgment and those of the men associated with 
him in determining a fair valuation. The following publica- 
tions will assist him to a great extent : 

1. Commercial and Financial Chronicle 

2 . Standard Statistics Co. Publications 

3. Quotation services offered by different companies. 

4. Poor’s Manuals 

5. Moody’s Manuals 

In obtaining the quotations and other data from these 
records care should be taken to see that the data so obtained 
refer to the right security. Railroads, in particular, issue 
securities which are almost alike in name but which have 
widely different values. This is sometimes very confusing and 
often a trained examiner will insert the price belonging to 
another issue, although if he checks the items back the possi- 
bility of error can be eliminated. 

Valuation of Securities of Local Companies In the case 

of local securities, there will seldom if ever be any kind of 
active market. About all that can be done is to obtain 
information as to the most recent sales, obtain a statement 
from the company issuing the security which may give a fair 
idea of the value back of the obligation, and secure a valuation 
of the security itself by a committee of directors. These items 
taken together should enable the examiner to ascertain whether 
or not the security should be depreciated or left as is. In 
securing the valuation of these stocks and bonds from the 
directors, a list should be made of all local bonds and stocks 
held by the bank, including those pledged as collateral on loans. 
This list should be submitted to the directors with the request 
that they insert what they consider to be the fair value of the 
securities on the day of the examination, based on theit best 
judgment. Of course, on some items they will not be in a 
position to judge but in the majority of cases they will be 
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in a better position to value these local securities than the 
examiner. The valuation of securities issued by companies in 
which the directors or officers are interested should receive 
particular attention. 

Investments in local companies should be scrutinized to 
ascertain if they are loans made under the guise of investments. 
Very often companies that could not secure a loan, float a bond 
issue which is taken up by the local bank and kept by it until 
maturity. Again, this is a means used to make a capital invest- 
ment in companies in which the directors are interested. If 
the companies are in good financial condition, there is no 
criticism unless the investment is out of proportion to the 
bank’s other investments, or to the amount the company would 
be able to borrow on notes from the bank. 

Bonds in Default — On bonds which are in default either 
as to principal or interest it is almost impossible to obtain a 
current quotation. However, statements can be obtained from 
the various manuals and from the receivers of the companies, 
which taken together with the past performances of the com- 
pany and the general trend of business will enable the examiner 
to make a fair estimate of present or anticipated values. In 
making these estimates the examiner should be extremely 
conservative. 

Basis for Other Prices — Some securities are quoted and 
listed on an income basis, instead of on a dollar and cent basis, 
consequently the examiner should have a bond basis book and 
be able to use it properly. 

Some securities are also quoted on a basis which includes 
the accrued interest to the date of the quotation. The prices 
used in the valuing of the securities should not include accrued 
interest. To do so would be to inflate the valuation of the 
bonds and thus understate any depreciation that may be 
required. 
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Reserve for Depreciation on Securities When the valu- 

ation and appraisal have been completed, the total market value 
should be ascertained and compared with the book value. Of 
course, if a reserve for depreciation is being carried at the date 
of the examination, the amount of the reserve should be 
deducted from the book value before making the comparison. 
The comparison should reveal either depreciation or apprecia- 
tion. 

If it reveals depreciation and if the amount is considerable, 
in view of the size of the bank, permission should be obtained 
from the board of directors to provide a reserve for the entire 
amount of depreciation. If there is only a small amount of 
depreciation, it would be sufficient for the examiner to note it 
in his report. In the case of appreciation no change should 
ever be made on the books ; the amount of appreciation, how- 
ever, should be stated clearly in the report. 

If the market value shows a considerable amount of appre- 
ciation, which has been caused by conservative methods of 
recording securities, it would be proper to show the market 
value at the date of the examination on the balance sheet, either 
•as a footnote or in parenthesis. 

In the ordinary schedule of bonds and stocks only the net 
depreciation or appreciation is shown, which is obtained by 
subtracting the market value of all securities from the book 
value, or vice versa. It is very interesting and sometimes 



Book Value 

Market Value 

Depredation 

Appredation 
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enlightening to so arrange the schedule that the total deprecia- 
tion and total appreciation is obtained separately. This can 
be done most easily by arranging the valuation columns on the 
schedule as shown above. 

Thus, while the ordinary schedule might show net depre- 
ciation for all securities to an aggregate amount, say, of 
$50,000, the detailed schedule shown above might show appre- 
ciation of $80,000 and a depreciation of $130,000. If the bank 
is being operated on a conservative basis it may be best to 
provide a reserve for the entire amount of depreciation, dis- 
regarding and not using as an offsetting figure the amount of 
appreciation. This has been done, in several cases, where it 
was found by detailed analysis that the depreciation was all in 
a particular class of investments, on which a loss would have 
to be taken, while the items on which there was an amount of 
appreciation would be held until maturity and very little profit 
would be made on them. 



CHAPTER X 


ANALYSIS OF BONDS AND STOCKS 

The Diversification of Investments In order that the 

type of investments owned may be ascertained, the bonds and 
stocks should be analyzed into various classes. If the securities 
have been listed by the loose-leaf method it will be a very easy 
matter to sort and re-sort them as desired. If they have been 
listed on columnar schedules the analysis will require more 
time, but will be worth the effort. By proper diversification 
many banks are enabled to obtain a much higher average rate 
of return on their investments than if they were to confine 
their investments to one class or type of security. On the other 
hand, the method of diversification used may be such that the 
principal of the investment is being risked, although the 
income, if it is received, may be consistently very high. 

In the smaller banks the following classification may be 
used: 

1. Railroads 

2. Public utilities 

3. Industrials and miscellaneous 

4. Municipals 

5. United States Government 

6. Foreign 

7. Defaulted bonds 

If the stock holdings are of any consequence they should 
be arranged and classified in the same order. Generally invest- 
ment in stocks is confined to stock of the federal reserve bank 
and stocks given as a bonus with bonds or on reorganizations. 

In the larger banks, however, this group classification of 

i2g 
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bonds should be more detailed and it will be found that the 
following classification will answer the purpose admirably; 


Governmental 


Foreign 

Municipal 

Federal 


Railroads 


Public Utilities 


Electric Light and Power 

Gas and Electric 

Gas 

Tractions 
Public Service 


Industrials 


' Coal 
Oils 

Commodities 

General 


This list can be expanded or contracted to suit the case in 
hand, depending on the number of investments carried and 
the skill and knowledge of the examiner. For instance, invest- 
ments in electric power companies are often separated to show 
separately the investment in companies operating under steam 
power and those operating under hydraulic power. 

This analysis will show whether or not the bank is properly 
diversifying its investments. In preparing the report on the 
examination all stocks and bonds should be listed in detail and 
arranged in the order of their group classification. In addi- 
tion a summarized statement, such as shown in Figure 19, 
should appear in the comments of the report, showing the 
amount invested in each group and the percentage of each 
group to the total. 

A statement of this kind will often reveal the fact that 
too much is being invested in a particular type of investments, 
with the result that the general structure of the investments 
may be weakened. On re-examinations a comparison of the 
percentages showing the amounts invested in' each group at 
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the time of the examination, and at previous examinations will 
show the general trend of the bank’s investment policy. 



Figure 19. Statement Showing Diversification of Bonds 


Scheduling Securities for the Report. — Separate sched- 
ules for stocks and bonds should be prepared for inclusion in 
the report. As the report of an examination will be of most 
value if carefully studied by the directors or one of their 
committees, sufficient detail should be included in the invest- 
ment schedules so that an intelligent study may be made of 
them by the men interested. The form will vary depending 
on the type of bank and the information which may be con- 
sidered necessary for a certain type of board, but one that has 
teen found useful is shown in Figure 20.. 

Quite often the serial numbers are omitted from the 
schedule included in the report submitted to the directors. 

too, quite frequently additional information is given as 
to interest < dates, original cost, broker through whom pur- 
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chased, discount or premium when purchased, amount of 
amortization, etc. It would seem that in the majority of cases 
the records maintained by the bank should reflect all these 
data, instead of the examiner’s report. It is understood, of 
course, that the bonds should be arranged alphabetically under 
the various classifications and subheadings. 

Doe Trust Company 
Philadelphia, Pennsylvania 
Schedule No. io 
INVESTMENTS— BONDS 
June 26, 192- 



Figure 20. Schedule of Investments — Bonds 


In the scheduling of stocks owned the same attention should 
be given to arrangement and classification. A number of banks 
will not have many holdings in stocks and in such cases it 
would be unnecessary to make any special arrangement of 
them. However, if the investments in stocks warrant it, they 
should be arranged and classified in a manner similar to the 
bonds. The classifications will vary but they should follow the 
same general outlines. If the holdings of both common and 
preferred stocks are fairly large they should be shown sepa- 
rately so that the total amount of common and preferred stocks 
may be obtained. 
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It is customary to show as a separate item on the financial 
statement of a bank the investment by members of the Federal 
Reserve System in stock of the federal reserve bank. When 
banks join the system they are required to subscribe to the 
stock of the federal reserve bank in their district in an amount 
equal to 6% of their own capital stock and surplus. One-half 
of this subscription is payable immediately and the balance is 
left subject to call. The liability for the additional 3% of the 
bank’s capital stock and surplus is not generally shown on the 
books or statements as a liability, and only the 3% paid is 
shown as an asset. 

The form shown in Figure 21 should be used as a guide in 
scheduling the stocks, other than federal reserve bank stock, 
for report purposes. 


Doe Trust Company 

Philadelphia, Pennsylvania 

Schedule No. n 

INVESTMENTS— STOCKS 

June 26, 19 — 

Certifi- 
cate Nos. 

Par 

Value 

Description 

Dividend 

Rate 

Book 

Value 

Market 

Value 

Appreci- 

ation 

Depreci- 

ation 










Figure 21. Schedule of Investments — Stocks 


Analysis of Maturity Dates. — One item seldom if ever 
given any attention by the examiner is an analysis of bonds 
to show their maturities, giving the par value to be matured 
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in the various years. Unless the bank under examination has 
been in the habit of preparing an analysis of this kind periodi- 
cally the examiner should do so at each examination. 

A form arranged as in Figure 22 can be used for the 
purpose of accumulating the required data. 


Years 

1926 

1927 

1928 

1929 

1930 

1931 

1932 

Amounts 








Years 

1933 

1934 

1935 

1936 

1937 

1938 

1939 

Amounts 






' 



Figure 22. Analysis of Maturity Dates 


This may be done on a columnar sheet. It is usual to show 
the detail maturities for about twenty-five years and then show 
the remainder as a single group. 

From this the schedule to be included in the report may, be 
prepared as shown in Figure 23. 

The schedule of bonds owned contains the par value and 
it is an easy matter to determine that all bonds have been 
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listed in the maturity schedule by a comparison of the total 
par values. 


Doe Trust Company 
Philadelphia,' Pennsylvania 
Schedule No. 12 

ANALYSIS OF BOND MATURITIES 
November 13, 1924 

Year Amount Due to 

Mature 

1924 33 , 5 oo 

1925 275,000 

1926 110,000 

1927 427,000 

1928 None 

1929 2,000 

1930 None 

1931 110,000 

1932 None 

1933 * 69,000 

1934 21,000 

1935 205,000 

1936 2,000 

1937 6,000 

1938 457,150 

1939 None 

1940 None 

1941 321,000 

194 2 32,850 

1943 None 

1944 16,000 

1945 6,500 

1946. None 

1947 700 

1948 135,000 

1949 11,000 

1950 20,000 

After 1950 1,344,006 

In default 10,000 

Total Par Value of Bonds 3,414, 700 


Figure 23. Analysis of Bond Maturities 


This analysis often shows that the person in charge of 
investments is violating one of the laws of good investment 
by having a large amount of bonds mature in or about the same 
yeaf. Quite frequently the officer is aware of this situation 






136 bank AUDITS AND EXAMINATIONS [Ch. 10 

at the time of the purchase, and he has the intention of selling 
them but in the rush of business, the matter is overlooked and 
soon forgotten. This is where the analysis shown acts as a 
reminder. If the data shown are obtained by the bank years 
before the bonds mature, there is an opportunity to adjust the 
bank’s holdings and place itself in a better position. The 
analysis is also of use in planning further investments. In a 
number of the larger banks records and reports are submitted 
internally which show this and other information at frequent 
intervals. Where this is found to be the case, the analysis 
should not be prepared, for the examiner can spend his time 
elsewhere to greater advantage. 

Analysis of Earnings on Bonds — An analysis should also 
be made of the earnings on bonds and stocks, to show the 
average rate of return on the basis of par value, book value 
and market value. These rates are determinable, as the par 
value, book value and market value have been previously deter- 
mined and appear on the schedule of bonds owned. 

A bank may show exceptional income on certain classes of 
securities, which may be entirely offset by low rates on other 
classes. Too often directors are inclined to judge the income 
from securities on the basis of a perusal of the list of bonds 
owned, paying particular attention to those with high rates, 
without actually figuring out the yield. The analysis of earn- 
ings will show what the actual average rate of income is and 
will give a general indication of the type of judgment back of 
the selection of the securities. It is to be expected that there 
will be a low return on gilt-edge investments and there will 
be risk involved in investments having a high rate of return, 
but some bankers are able to arrange their investments so as 
to have earnings just a bit above the average -and still retain 
the safety element in their list of investments. Such a form 
as shown in Figure 24 can be used to collect the information 
required to prepare this analysis. 
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A space should be provided for each kind of securities held 
and the percentage columns should be carried across the page 
as far as required. The par value only should be inserted under 
each percentage heading and separate totals should be obtained 
on each group of investments. When completed there will be 
available the total par value of all bonds having the same 
interest rate and the total of these subdivisions should agree 


Rates 

2% 

3% 

4% 

5% 

■ 

etc. 

Governmental 

Foreign: 

Municipal: 

Federal: 

etc.: 







Figure 24. Analysis of Earnings on Bonds 


with the total par value shown on the investment schedule in 
the report. Of course, the bonds in default should be shown 
as one group and added in at the bottom. The various per- 
centages should be applied against the total held under each 
percentage and in this way the total earnings on par value will 
be obtained In the case of one bank in which an examina- 
tion was made, the total par value of the bonds amounted 
to. $5,141, 100 and the total earnings amounted to $235,970.61. 
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To the above par value must be added the bonds in default 
which amounted to $150,000. By dividing the total par value 
of $5,291,100 into $235,970.61 the result obtained will be 
4.46%, which represents the average earnings on par value. 
To obtain the earnings on book value, the book value should 
likewise be divided into the total earnings. In this case the 
book value was $4,860,426.31 and by dividing this into 
$235,970.61 the average earnings on book value was obtained, 
which was 4.85%. By following the same procedure with 
the market value, which was $4,795,813.90, the average earn- 
ings on this basis was found to be 4.92%. These three rates 
of earnings permit of intelligent comparison of actual earnings 
with possible earnings. 

In Figure 25 is shown the schedule as it would appear in 
the report. 


Doe Trust Company 
Philadelphia, Pennsylvania 
Schedule No. 13 

ANALYSIS OF EARNINGS ON INVESTMENT BONDS 




June 26, 1 92- 



Interest 

Govern- 

Rail- 

Public 

Total Par 


Rates 

mental 

roads 

Utilities 

Value 

Yield 

ZM 

10,000 

24,000 


34,000 

1 , 190.00 

4 

21,000 

267,000 

5,000 

293,000 

11,720.00 

4 H 

257,850 



257,850 

10,958.6a 

4 % 

453,350 

67 , 000 


520,350 

23 , 415.75 

5 

23 , 000 

169,000 

153,000 

345,000 

17 , 250.00 

6 


25,000 

39,000 

64,000 

3 , 840.00 


765,200 

552,000 

197,000 

1 ,514,200 

68 , 374.37 


This analysis reflects earnings o£ 4.51% on Par Value, % on Book Value, 

and % on Market Value. 


Figure 25. Analysis of Earnings on Investment Bonds 

Obtaining the Rate of Return on Stocks. — If the stock 
holdings are large it would be interesting to obtain the rate 
of earnings on stocks owned. However, this is practically 
impossible, as the income from stocks is not certain and varies 
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from year to year, even in the case of preferred stocks. About 
the only thing that can be done is to show that the average 
rate of return has been a certain figure for the previous period 
or year. This figure can be obtained by applying the total 
dividends received against the average holdings of stock for 
the year or period under review. In obtaining the average 
holdings the outstanding investment in stocks should be listed 
as of the beginning of the year (if that is the period being 
covered), at the close of each month, and as of the end of the 
period. This will provide thirteen items which should be 
divided by 13 to obtain the average for the year. This will 
not give the absolute true average, but will give it close enough 
for most purposes. The dividends received can be obtained 
from the income accounts ; most banks keeping their dividends 
separate from interest. From these factors the average rate 
of earnings can be obtained and included in the report. Assum- 
ing that the average investment in stocks was $124,000 and 
that the dividends received amounted to $7,000, the following 
comment would be made in the report: “The dividends 
received from stocks owned during the year amounted to 
$7,000 and as the average investment in stocks for this period 
was $124,000 there was an average return on the investment 
of 5.64%. This low return is due in part to the fact that 
approximately one-third of the stocks held did not pay divi- 
dends during the past year.” It is not customary to include 
in the report the schedules on which this comment is based. 

Of course, oh special occasions it might be desirous to 
ascertain the approximate return on the stocks held at the date 
of examination. As can be readily understood, this would 
be extremely difficult, but the anticipated dividends on each 
kind of stock held can be approximately ascertained from the 
various financial publications and records. With -this infor- 
mation at hand it would be an easy matter to determine what 
ratio these anticipated dividends had to the investment in 
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stocks, but even at best it would be merely an approximation 
or opinion and would not be a fact. 

Scheduling Bonds in Default — During the inspection of 
the bonds there will usually be found, filed separately, certain 
bonds which have matured and which have not been redeemed 
by the issuing company, or else it will be found that the cou- 
pons have not been detached, or if detached that payment has 
not been made by the debtor company. In the first instance 
the bonds are in default on principal and in the second case 
they are in default on interest. In both cases this fact should 
be ascertained from the financial publications. Such bonds in 
default should be set out separately in the report, unless there 
are only a few items, in which case they can be added at the 
bottom of the schedule of bonds owned. In preparing the 
schedule of bonds in default, the date of default, if the principal 
is concerned, or the last day on which the interest was paid, if 
the interest is in default, should be ascertained and noted on 
the schedule. What action is being taken by the officers to 
protect the bank’s investments should be observed. 

Bonds deposited with trustees or protective committees 
should be evidenced by receipts in proper form. If it appears 
that there are certain items which are a total loss, steps should 
be taken to charge the item off or else reduce it to a nominal 
value. 

The schedule for the report should take such form as is 
shown in Figure 26. 

Non-Dividend Paying Stocks — In verifying the income 
from investments, the method of which is detailed later on, 
stocks on which no dividends have been received will be ascer- 
tained and segregated. These should also be mentioned in the 
report and if of any consequence should be listed in a special 
schedule, just the same as bonds in default. This schedule or 
the comments on the stocks should state clearly the period over 
which no dividends have been paid. Quite frequently during 
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business depressions, companies will pass up their dividends to 
conserve cash capital, but will resume them as soon as condi- 
tions warrant. Therefore, it is important that the date of the 
last dividend be shown so that the investment committee can 
draw their own conclusions as to what action, if any, they 
should take. 


Doe Trust Company 

Philadelphia, Pennsylvania 

Schedule No. 14 

INVESTMENT BONDS IN DEFAULT AT 

June 26, 192- 

Description 


Int. 

Rate 

Date of 
Default 

Book 

Value 

Market 

Value 

■ 

Remarks 









Figure 26. Schedule of Investment Bonds in Default 


Securities Not Carried on the Books — In examining the 
securities owned by a bank it is not at all unusual to find a 
number of bonds and stocks which are not recorded on the 
general books of the company, although they sometimes appear 
in the investment ledger. Such items should be carefully listed 
and an explanation obtained from the official in charge. The 
usual explanation is that the securities are worthless and that 
they have been charged off as a loss in prior periods, or that 
they were received as a bonus and that as no cash had been 
paid for them they were not taken into account on the general 
books. Whatever explanation is made should be verified by 
a comparison of the securities with the original records from 
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which they were charged off, or the source from which they 
were purchased. 

It sometimes happens that these securities are good and 
that by various manipulations they have been worked into this 
class so that they may be quickly misappropriated, inasmuch 
as no record is carried of them on the general books. The 
practice of carrying securities of any kind in memoranda 
records should be .severely criticized and the examiner should 
insist that they be taken into account on the general ledger. 
This should be done, even though they are only carried at a 
value of $i, as this will give a certain control over them. 



Figure 27. Schedule of Investments Not Carried on Books 


Quite frequently it will be found that these securities which 
may have been worthless when charged off have a considerable 
value at the date of examination. For this reason an earnest 
attempt should be made to obtain the market value of these 
securities which are not recorded on the books. This is only 
another reason why they should be carried on the books, so 





Ch. io] ANALYSIS OF BONDS AND STOCKS 143 

that they may be kept in mind, as too often when charged off 
they are entirely forgotten. It is also too easy for an officer 
to sell the securities and obtain whatever salvage there may be 
for his own account, rather than for the bank. 

If such items are not many they may be listed in the body 
of the report, but if they are numerous they should be listed 
in detail on a separate schedule similar to that shown in 
Figure 27. 

The examiner should recommend that all securities which 
constitute a loss be not charged off completely but be reduced 
to a nominal value of $1 if necessary, until sold or otherwise 
disposed of. 

Accrued Interest Not Received — Unless the examination 
is made at the close of a fiscal period, it will not be necessary 
to compute the interest accrued but not received at the date of 
the examination. Even then, it may not be necessary, as many 
banks are on a cash basis and do not take any income into 
consideration on their books until received. This fact should 
be ascertained before any attempt is made to accrue the interest. 
A great many banks work on the assumption that the interest 
accrued on securities more than offsets the interest accrued but 
unpaid on the deposits, and that neither of the items need be 
taken into consideration. Some bankers have been disagree- 
ably surprised when the items have been figured out in detail 
and the bond interest has been found to be insufficient to pay 
the interest on the deposits. If this practice is being followed 
in the bank which is being examined a rough approximation 
should be made on both items to ascertain the situation as 
nearly as possible. It is only a guess, but is better than nothing. 

In other banks it will be found that various systems are 
employed for the purpose of computing or accruing the interest 
on investments either daily or monthly. Most of these sys- 
tems, if operated properly, are very good and from them it is 
an easy matter to “pick up” the accrued interest. However, 
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before accepting such figures as correct, the operation of the 
system should be reviewed briefly to determine that the figures 
which it produces are correct. 

Assuming that it is necessary to accrue the interest and 
that no records are being maintained by the bank to supply the 
examiner with this information, it will be necessary to analyze 
the schedule of investment bonds previously prepared, so as 
to obtain the dates on which interest payments are made and 
the interest rates. In an examination made on November 13, 
192-, the following working sheet would be prepared. 

Interest columns should be provided crosswise for a period 
of six months. Spaces should be provided down the sides of 
the sheets for each interest rate on bonds. If the holdings are 
very large a separate sheet may be used for each different 
percentage. As a number of bonds are now on a quarterly 


Accrued Interest on Bonds at November 13, 192- 
Interest Coupon Payable 


Rate 

11/15/2- 

12/1/2 - 

12/15/2- 

1/1/2- 

1/15/2- 

— 

etc. 

3% 

20,000 

10,000 

5,000 

10,000 


90,000 

5*000 




35.000 

10,000 


95,000 



4% 

5,°oo 

25,000 

10.000 

50.000 


45»ooo 

10,000 

5.000 



5,000 

25,000 

60 , 000 


60,000 


5% 



100,000 

20,000 

5.000 

25*000 

10.000 

30.000 





125 , 000 

25,000 

40,000 


Etc. 








Figure 28. Working Sheet for Accrued Interest on Bonds 
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basis, a separate schedule should be prepared for such bonds 
and columns should be provided for three months crosswise. 

When this schedule has been completed it will be found 
that the interest receivable for the next six months has been 
classified. Of this total there is a certain amount which is 
unearned and a certain amount which is earned. In order to 
obtain the earned interest it will be necessary to compute the 
interest which will be received and from this deduct the interest 
which is unearned, the remainder being the interest which has 
been earned. The first step in the operation is to compute the 
amount of interest to be received. For instance in the schedule 
shown there are bonds of $35,000 on which Ij4% will be 
collected on November 15, or two days after the examination, 
amounting to $525. By subtracting November 13, the date 
of the examination, from November 15 it will be found that 
two days’ interest are unearned. An interest table should be 
consulted which will give the interest for two days at 1^2% 
on $35,000, which should then be deducted from $525, leaving 
as a remainder the amount of earned interest at November 

13. 192- 


Interest 

Par 

Interest 

Total 

Unearned Interest 

Dates 

Value 

Rates 

Interest 

Days 

Amount 

(1) 

(2) 

(3) 

( 4 ) 

(5) 

( 6 ) 


Figure 29. Working Sheet for Accruing Interest on Bonds 
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The same theory should be applied to the entire schedule. 
A form similar to that shown in Figure 29 may be used to 
great advantage in obtaining the final figures. 

When completed columns 4 and 6 should be totaled and 
one subtracted from the other, leaving as one net figure the 
earned interest at the time of the examination. It may be 
stated as a general rule, that banks which are not on an accrual 
basis do not accrue the interest earned on their investments but 
not received, when a statement is prepared. 

If all accrued income is to be taken into consideration any 
dividends declared but unpaid at the date of examination should 
also be ascertained and set up as an asset. 

Verification of Income from Investments A very impor- 

tant phase of the examiner’s work is to see that the income 
earned by the bank during the period under review has been 
received. Very few examiners give this portion of their work 
the attention it requires. A governmental examiner is not 
concerned with the earnings of the bank and if his examination 
shows that the bank is in a solvent condition he has fulfilled 
the purpose of his examination. If someone in the bank has 
been keeping $3,000 or $4,000 of income earned by the bank, 
it is not his duty to uncover the fact. It is the duty of the 
directors and their examiners to find it. 

In such an audit as we are discussing, however, the exam- 
iner should definitely ascertain that the income earned by the 
bank during the period under review or since his last exami- 
nation has been received by the bank. This is necessary 
because there are any number of ways in which interest 
coupons can be kept by a clerk or officer personally without 
showing up on the books. 

It is the practice of most banks to post the interest to the 
detailed investment ledger, showing on one sheet all the income 
received from each type or kind of security. As these items 
are not controlled by any of the general accounts, postings can 
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be made to the investment ledgers for items which have not 
been received by the bank. Or, in some cases, postings have 
been made to the investment ledger and the items have also 
been entered in the income register and turned over to the 
collection department. The items are listed in the collection 
department but may be footed short and the difference kept by 
someone in the bank, the footings in the income register being 
changed to agree. 

One way of ascertaining that all the income has been 
received is to take the detailed investment ledger which shows 
par value and interest dates and compare them item for item 
with the entries in the income register, Interest Received 
account, daily statement or whatever record may be used to 
record receipts and which is taken into account on the general 
ledger. At the same time all items should be footed to prevent 
any adjustment of the accounts through incorrect totals. This 
procedure will determine definitely that all income has been 
received and entered promptly. It is necessary to note that the 
items are entered gr taken into consideration promptly, other- 
wise it may be that the interest is being collected and used for 
a while by someone and then being turned into the bank. 

The procedure mentioned, however, often consumes a great 
deal of time and as the detail investment records are not usually 
in the possession of the examiner from the beginning of the 
examination to the end, it would be possible for someone to 
change the detail records to agree with the income received as 
shown by the general ledger, after the examiner has checked 
them, or change the par values so that they will agree with 
the income actually received. The latter objection can be 
somewhat overcome by relisting all the securities, i.e., the par 
values from the detail investment records, making due allow- 
ances for sales and purchases and then comparing the total 
with the total obtained when the bonds were inspected. But 
this means extra work and a longer time to complete the exami- 
nation, neither of which is desirable. 
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Alternate Method of Verifying Income from Securities. 
— Another method has been used with great success in verify- 
ing income, which possesses the advantages of being quicker 
and more certain. The examiner has previously prepared a 
schedule showing the details of all investments held at the close 
of business on the day of the examination. This can be 
utilized for the purpose of verifying the receipt of income on 
investments in the following manner. At the bottom of the 
schedule, below the totals, should be inserted the complete 
description of all bonds or stocks sold during the period under 
examination. Then the examiner should go through the list 
and designate with some distinctive mark, items which were 
purchased during the period under review, together with the 
date when acquired. The schedule is then complete for the 
computation of the interest and dividend income which should 
have been received. One should not worry about the extrane- 
ous matter appearing on the schedule, as after it has served its 
purpose, lines can be drawn through it, so that it will not 
appear in the final typed schedule included in the report. 

Factors to Receive Attention — In the determination of 
the income from investments the following factors should be 
given attention: 

1. Bonds which were held both at the beginning and at 

the end of the period and on which complete coupons 
or interest checks have been received. 

2. Bonds which were acquired during the period under 

review, but on which complete coupons have been 
received. However, at the time of purchase the interest 
accrued to that time was paid by the bank to the person 
from whom they were purchased, which item should 
appear as a debit in the Income account to offset a 
portion of the complete coupon received. 

3. Bonds which were sold during the period on which no 

coupons were received, but on which the bank did 
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receive, in the settlement the interest accrued to the 
date o£ sale. 

4. Bonds which are in default as to interest, and on which 

no income or only partial income has been received. 

5. Dividends received on stock held. 

Computing Income That Should Have Been Received. — 
The next step is to provide three columns at the extreme right 
side of the investment schedule, in which will be entered the 
items of interest income as computed from the bond schedule 
and based on par values, interest dates and rates shown thereon. 
In one column will be inserted the interest received in the 
settlement of sales of securities; this can be obtained from 
brokers’ statements. In the second column will be inserted the 
interest that should have been received in coupon or check 
form, during the period under examination, based on the 
interest dates. In the third and last column will be inserted the 
interest accrued when bonds were purchased during the period; 
this can also be obtained from the brokers’ statements. 

The totals of columns x and 2 less column 3 should equal 
the receipts as shown in the Interest Received account. This 
does not mean that it is the revenue for the period, as to obtain 
that it would be necessary (if the books were on the accrual 
basis) to make allowances for the interest accrued both at 
beginning of the period and at the end. 

If it is desired, all or a portion of the interest items may 
be checked back in detail, so as to determine that the coupons 
were turned into the general funds of the bank as soon as they 
were clipped. If all items are checked, there should be an entry 
on the credit side of the Interest Income account at odd inter- 
vals for all the items contained in column 1, i.e., accrued 
interest received when bonds were sold. There should be two 
entries in the Interest Income account for each item entered 
in column 2. For example, if $800 is entered in this column 
as being the interest on $20,000 bonds at 4 % payable March 
15 and September 15, there should be an entry for half the 
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interest, or $400, during March and a similar entry during 
September. There should be a debit in the Interest account 
for each item appearing in column 3 which represents the 
interest accrued at the time the bonds were purchased. 

There are two types of errors of commission which should 
be looked for in connection with accrued interest on purchases 
and sales of bonds. When bonds are purchased it very often 
happens that the interest is charged to the Investment account 
together with the cost of the bonds. This is wrong, and wher- 
ever found should be adjusted by reducing the Bond account 
and charging the Interest account. Again it will be found that 
the accrued interest received in part settlement is used to reduce 
the loss or increase the profit on the sale. This practice is also 
wrong and should be adjusted by increasing the Interest 
account and changing the sales price accordingly. 

The majority of banks carry separate accounts for the 
various types of revenue, but others include all income in an 
Interest account. Where this condition exists it will be neces- 
sary to make a complete analysis to find out just what has been 
received from securities. The examiner should recommend 
that separate accounts be carried in the future. 

In connection with the verification of income from invest- 
ments it may be stated that in the larger institutions various 
systems of internal control or check are in use, which effectively 
determine that the income is being received and deposited cor- 
rectly and promptly. Where this is found to be the case, it 
would be a waste of time to carry out the procedure of verify- 
ing the income as detailed in the preceding pages. What should 
be done, is to ascertain by a careful study of the internal 
routine, that an effective internal check actually exists. Too 
often, it has been found that the system of internal check has 
passed through various stages of development or deterioration 
so that it completely fails to fulfill its function. The examiner, 
in making his inspection of the system in use, should not accept 
someone’s word for the methods in use, but should trace it out 
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for himself. Sometimes the person in charge believes that 
things are being done after a certain method, whereas the 
persons using the system may have changed it to suit their own 
convenience. 

Bond Departments — In some of the larger banks, particu- 
larly trust companies, it will be found that separate bond 
departments are carried, which take care of all bonds handled 
by the bank, whether they are purchased for permanent invest- 
ment or for resale. The records and routines of such bond 
departments vary with the size of the bank and its location, 
so that it is impossible to' outline a program which may be 
followed in detail. The general principles outlined in the 
previous pages of this section would govern, and they should 
be sufficient to enable one to lay out a program to fit the case 
as required. 

As in a “live” bond department the investments are con- 
stantly changing from day to day, it would be necessary to 
arrange to list and inspect the bonds at the close of business 
on the day of examination, if at all possible. On account of 
the numerous transactions it would be extremely difficult to 
work back to the date of examination from a count made, sev- 
eral days later. 

The principal items on the program for the examination 
of the bond department would be the sighting or verification 
by correspondence of all securities and the appraising of them 
at market price at the date of examination. In sighting the 
securities it will be found that the best method of listing them 
will be by means of the loose-leaf method previously described. 
This will enable a number of men to list them and check them 
against the bond records and thus complete this portion of the 
work in the shortest possible time. 

Inasmuch as investments are the commodity handled by 
the bond department, in appraising them they should be valued 
at market price. In so doing there will be either appreciation 
or depreciation, which should be considered as a deduction 
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from or addition to the profits previously shown on sales of 
securities. Of course, any bonds purchased by the bank for 
permanent investment of its own funds, as distinguished from 
those which are the subject of sale, should be treated in the 
usual manner. That is, they should be carried at original cost, 
providing a reserve for depreciation, if the market price is 
lower than cost, but under no circumstances taking any appre- 
ciation into account. 

The income on permanent investments may be verified in 
the manner detailed in the preceding pages. It would be an 
impossibility to verify in detail the interest charges and adjust- 
ments, commissions, etc., on bonds which were purchased and 
resold. Such items should be verified as the transactions occur. 
The routine in actual use, as you find it, in this department 
should be carefully reviewed so as to determine that the proper 
control is in effect. Tests should be made of some of the 
transactions in the past, more for the moral effect on the per- 
sonnel than for any good as far as verification is concerned. 
Of course, should any irregularities be uncovered by these tests 
arrangements should be made to check portions of the work 
through in complete detail. If it is found that the internal 
control is not effective, a new and effective routine should be 
prepared and submitted to the officers for their approval, and 
whether the new routine is adopted or not, the previous internal 
check in use should be criticized in the report. 

Items of expense paid by this department such as salaries, 
commissions, rent, and office expense, should be checked 
through and comparison made with the original vouchers, 
noting that payment has been made in the proper manner and 
that the items were approved by someone in authority. 

Sometimes it will be found that the bond department is not 
taken into consideration on the general ledger except at the 
close of a fiscal period and when published statements are pre- 
pared. At such times it is the practice of these institutions 
to take only a part of the earnings of the bond department into 
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consideration in the Undivided Profits account; the remainder 
being carried in the Bond Department account until some other 
time. Usually this account is carried in the depositors’ 
accounts. This practice may be all right as a matter of con- 
servatism, but if it is desired to be conservative a reserve can 
be provided which will produce the same effect. As an exam- 
ple, we cite a bank having a bond department which showed 
earnings of about $50,000 at the end of the year. During the 
year as it was required for dividend purposes, about $20,000 
had been taken into consideration in the undivided profits on 
the general books. This meant that there were profits in the 
amount of $30,000 which had been earned by the bank and 
which did not appear on the books as such. In closing the 
books for the year there was an additional transfer of $10,000 
made to the general ledger which left hidden profits of $20,000 
on the books of the bond department. There may be cases 
where such practices are justified but they are not many. It 
would be much better to treat the entire $50,000 as earnings 
and if it is considered necessary provide a reserve for losses 
of $20,000. This has the effect of showing the true earnings 
of the bank on its general books, something to which the stock- 
holders and the directors are entitled. It also provides a truer 
basis on which to compare the earnings of one period with 
those of another. 

Amortization of Bond Discount and Bond Premiums. — 
Very few bonds purchased by a bank for permanent investment 
are bought at par; usually there is a discount or premium of 
a number of points. The majority of banks do not make any 
attempt to write off the premium or amortize the discount, 
and as the lots of each kind of bonds are not very large it 
does not make much difference. Of course, the true earnings 
for each year the bonds are held is not being shown, and when 
the bond matures there will be a loss or a profit to be taken 
which really belongs to prior years. Where bonds are bought 
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in small lots there are a number of these transactions each year 
so that the effect as a whole is not very much out of line. In 
the larger banks or where bonds are bought in large blocks, it 
is necessary that the premium be written down and the discount 
amortized, to prevent the taking of a large loss or profit when 
the bonds mature. In exceptional cases it may be necessary 
for the examiner to take care of this feature of the work, but 
usually the large banks attend to the matter themselves. 

Internal Control on Investments — In closing this section, 
it should be remembered that an examination merely proves 
that at a certain point all investment items were intact and in 
proper order. What guarantee does the examination give that 
this condition will continue? The answer must be “Usually 
none at all.” This is a state of affairs which needs remedying. 

An examiner has not fulfilled his duty unless he has made 
a careful study of the routine followed in the handling of 
investments and investment items and has formulated some 
constructive criticism of it. Criticisms and recommendations 
should be such as will help to make it impossible, or at least 
very difficult, to permit any irregularities, intentional or other- 
wise. The point to be reached is one that would enable the 
management of the bank to conduct a continuous audit of their 
investment transactions. Even in the smallest banks, some- 
thing can be done along these lines. 

It is impossible to detail here even a small part of the 
internal routine that should be followed in the handling of 
investments and investment items. Each case must be con- 
sidered in the light of its own circumstances, giving due regard 
to the size of the institution, the volume of investments handled 
and the type of men engaged in handling them. However, it 
is possible to describe briefly a few general plans which are 
applicable to most financial institutions. 

Joint Control of Securities — It is almost axiomatic that 
all investments should be under the control of two men. By 
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this is meant that the presence of two men would be required 
either to remove or replace any securities. In some banks, these 
men are an officer and a director; in others, two officers. In 
banks having auditors the auditor and one of the officers are 
jointly responsible. Usually there are three persons designated 
for this task, so that two can always be located. The joint 
control is effected by depositing the bonds in a special compart- 
ment which requires two keys or combinations to open it, or in 
cases where the bonds are placed in safe deposit boxes in other 
banks, instructions are issued at the time the box is obtained 
that the presence of two designated persons are required before 
opening the box. A record is kept with the bonds, showing the 
signatures of the persons who had access to them and a record 
of the additions or withdrawals which they have made. 

Some banks take advantage of the service offered by the 
federal reserve banks for the safekeeping of their investments, 
which includes the clipping of coupons as they become due. If 
the procedure is carried out correctly and the proper check is 
kept on the investments not deposited with the federal reserve 
banks, this furnishes a positive check on the investments and 
the income received from them. 

Where an auditor is a part of the organization of the bank 
he helps to safeguard the investments by making periodic 
inventories, by keeping a duplicate set of records showing the 
securities which should be on hand and by tracing through all 
purchases and sales as they occur. 

In some institutions the control of investments is placed 
with an investment committee, composed of a group of direc- 
tors. The bonds are placed in their custody, they receive or 
supervise the receiving of the income from the investments, 
and approve all sales and purchases. This committee is usually 
linked up with some official of the bank, who takes care of the 
actual detail work in connection with the investments. In con- 
nection with this point, if such a committee is functioning, it 
should be noted whether or not the investment policy of the 
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bank has become “one sided.” When the investment policy of a 
bank is placed in the hands of a few men, who may have a 
certain partiality for particular types of securities, this is apt to 
happen. 

Controlling Income from Investments. — There are nu- 
merous methods of controlling income from investments. One 
method is to make it impossible for the person keeping the 
general ledger to obtain access to the detail investment ledgers 
and vice versa. When the interest coupons are clipped or the 
checks received they are eventually recorded in the general 
ledger, sometimes in total, sometimes in detail. At the close of 
the month, or every two weeks, a statement is prepared showing 
the investment income received, as shown by the general ledger. 
This statement is prepared in such a manner as to show the 
income for the current period and also the total income to date. 
This is done so that the statement can be checked directly with 
the ledger account and daily statement. During the same time 
the custodian of the detail investment records prepares a state- 
ment showing the income that should have been received 
during the current period or month as taken from his records. 
These statements are delivered separately to an officer who 
does not have charge of the investments or to the directors, 
who then compare one statement with the other. If everything 
has been accounted for, one statement will be a duplicate of 
the other. 

Again, where an auditor is a part of the internal organiza- 
tion he usually maintains a duplicate and separate record of all 
investments held, from which he prepares a statement showing 
the income that should have been received, which he then com- 
pares with the actual receipts shown in the general ledger. 
This procedure varies; sometimes all coupons pass through 
his hands first, before being recorded on the general books, 
especially where he has joint control of the investments. 

Certain systems which have been designed for the purpose 
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of accruing income as it is earned, against which the income 
as received is credited, almost automatically verify its receipt, 
when they are properly installed and operated. 

The instances cited cover the subject of internal control 
very briefly, as it applies to investments. There are so many 
conditions to be taken into consideration in providing a system 
of internal control, that experience and the ability to adapt a 
given system to a certain set of circumstances is required, 
rather than to outline a system, to which all must submit. The 
principal facts to be kept in mind are that the investments 
should be under the control of one person or group of persons; 
that the record of these investments should be under the control 
of another person, to whom access to the physical assets is 
denied. Another person or group of persons, usually the group 
who have charge of the investments, clip and account for the 
earnings on these investments, while another person, preferably 
someone other than the person who records the investments, 
should record and have a controlling record on this income. 
This is the ideal situation to strive for, but in actual practice, 
it must be amended to suit the circumstances. 



CHAPTER XI 


MORTGAGES AND JUDGMENTS 

Mortgages are loans made on the basis of real estate 
security and are evidenced by a bond or note and mortgage 
agreement. They may consist of purchase mortgages, first 
mortgages and construction mortgages. All should be a first 
lien on real estate, although occasionally to protect themselves 
banks are forced to take a second mortgage as further security 
for a debt previously contracted. Nearly all banks, state or 
national, carry some forms of mortgages and trust companies 
particularly have gone into the business of real estate loans 
on a large scale. In some cases a special department has been 
formed to take care of this business. 

Limitations upon Mortgage Investments Prior to the 

enactment of the Federal Reserve Act national banks were 
prohibited from making loans on real estate. But the Federal 
Reserve Act now permits such loans with certain restrictions. 
Real estate loans cannot be made by banks in central reserve 
cities ; when made by banks in other places they must be secured 
by first mortgages not in excess of 50% of the appraised value. 
To be acceptable farm lands must be improved and within a 
radius of 100 miles of the lending bank, or within its Federal 
Reserve District. Other real estate must be improved and 
located within 100 miles of the bank, regardless of district lines. 
Farm loans can be made for a period of five years, while other 
loans can only be made for a period of one year. However, 
both types of loans may be renewed, provided there is no agree- 
ment as to renewal made at the time the loan is granted. Lastly, 
the aggregate amount invested in real estate loans must not 
exceed one-third of the time deposits or one-fourth of the com- 
bined capital and surplus of the bank, as the bank may elect 

*58 
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Most state banks are not limited in the extent of their loans 
on real estate, although the state statutes under which the bank 
is being operated should be consulted on this point. In Penn- 
sylvania it is found that such loans are limited to the amount 
of time deposits plus 25% of capital, surplus and undivided 
profits. In some states there are similar limitations and in 
others there are not. In some cases the percentage the loan 
may bear to the appraised value is set forth in the law; it 
usually ranges from 50 to 60% of the appraised values. 

It is expected that in the very near future certain of the 
restrictions now imposed on national banks will be removed. 

Listing the Mortgages — It will be remembered that when 
the examiner entered the bank all loans were to be sealed, 
which of course included the mortgage and judgment files. 
These seals should now be removed by the examiner, after 
assuring himself that they have not been tampered with. 
Usually it will be found that the mortgage notes or bonds are 
filed separately from the mortgages and other papers. Where 
this is the case the notes should be examined and listed imme- 
diately. Sometimes it hastens the work of the examiner if 
the bank itself prepares this schedule. 

Of course, this schedule is not absolutely necessary, but it 
is desirable, since in its compilation the examiner can satisfy 
himself as to the accuracy of all the items, without the possi- 
bility of anyone changing the mortgage record during the 
examination after they have been checked, but not completed. 

The schedule used for this purpose is as shown in 
Figure 30. 

This schedule is not necessary where it is possible to obtain 
and keep the mortgage register until all of the loans have been 
verified and checked. In some banks this will be possible, in 
others it will not. The great danger is, that in doing so, the 
examiner is using the bank’s records as part of his working 
papers, and if they are out of his possession for even a short 
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time, it may be sufficient to enable someone to cover something 
up. Neither would this schedule be prepared in the case of a 
bank having a large number of small mortgages, on which 
only a limited amount of time can be spent. 


Doe Trust Company 

Philadelphia, Pennsylvania 

MORTGAGE LOANS 

June 26 , 192- 

No. 

Mortgagor 

Amount of 
Mortgage 

Balance 

Due 


* 




Figure 30. Schedule of Mortgage Loans 


In large institutions, or those having a very large number 
of mortgages where the work of examining mortgages must 
be spread among several men, it is best to use a small slip of 
paper, about four by six inches, on which to list each mortgage 
instead of the usual columnar schedule. By this means it is 
possible to put as many men as there are available at the work 
of examining the mortgages and yet take them away from 
it whenever desired, without in any way interfering with its 
progress. After all mortgages have been listed the slips may 
be arranged in any way desired. 

Form of Loose-Leaf Slip — One form of slip used for this 
purpose with success is shown in Figure 31. 
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These slips are punched on the side and kept in a ring 
binder, so that if they are to be typed in schedule form, it is 
possible to arrange them in the proper order and then fasten 
them in that order permanently. 



Figure 31. Loose-Leaf Slip for List of Mortgage Loans 


Comparing with the Controlling Account. — After the 
notes "have been examined and a list of some kind has been 
prepared or checked, the items of amounts still due on the 
notes should be totaled and balanced with the controlling 
account in the general ledger. If all mortgage notes are on 
hand and are examined the total of them should agree with 
the controlling account. If there are any differences, they 
should be accounted for as being in the hands of an attorney 
for collection, deposited for recording, or some such legitimate 
reason. Sometimes differences will develop which cannot be 
accounted for in this way. These will be errors, or else it may 
be that certain mortgage loans were originally taken as straight 
loans and later changed to mortgage form without making 
any entry in the general ledger. 

To make certain that the items have been correctly listed 
on the adding machine tape, and that the notes have been 
correctly listed on the slips or schedules, the items on the tape 
should be checked back against the notes. Sometimes it will 
be found, after investigation, that part payments have been 
made, which have been posted to the controlling account, but 
which have not been posted to the note itself. 
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Before accepting the balance in the controlling account as 
being correct and final, all the postings to the account during 
the period under examination should be checked back to their 
original source. Of course, this does not have to be done at 
this point of the program, but it should be done before leaving 
the bank. In the case of new mortgages taken during the year, 
or during the period under review, the transactions should be 
traced through to see that each one is represented by a mort- 
gage on file which has been properly approved, and that the 
transaction has actually passed through the records of the bank. 
In the case of reduction of mortgages, sufficient of these items 
should be traced to the daily settlement sheets to satisfy the 
examiner that they are correct and have' been properly handled. 
If possible, or if there is any doubt in the mind of the examiner 
as to the adequacy of his test, he should check all reductions 
in detail. After doing so, he should review the account to 
ascertain that all items appearing therein have been checked, 
after which the account should be refooted and rebalanced. 
The balance as shown should not be accepted, as it may be 
incorrect. 

As a general rule, it may be stated that the bigger the bank 
and the better it is operated the less detailed checking will have 
to be done by the examiner. This, because the work in the 
bank will be performed by the employees in such a manner that 
an automatic check will be provided. Where this is the case 
the examiner can dismiss from his mind the necessity of check- 
ing back each and every posting and can confine his examina- 
tion to a review of the procedure followed in recording the 
different transactions. 

Partial Payments — When inspecting the notes the exam- 
iner should make sure that they are in proper form, and that 
partial payments are endorsed on the note itself. If this is 
not done, as noted in a previous chapter, it may be possible 
for the clerk in charge to keep certain of these payments off 
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his records, or else he may remove the notation of payments 
to make up for a previous shortage. Proper custody of the 
notes and the routing of payments will tend to eliminate any 
such possibilities. 

Examining Other Mortgage Papers. — In most banks it 
will be found that the other papers in connection with the 
mortgage, including the mortgage proper, will be filed sepa- 
rately from the notes. Therefore, after the notes have been 
listed and balanced with the general ledger, it becomes neces- 
sary to ascertain that the required documents are on file, 
supporting the note. Of course, if it is the custom of the bank 
to keep all papers in connection with the loan together, the 
following procedure instead of being handled as a separate 
operation, may be performed at the same time the notes are 
examined. 

The Title — The bank’s loan is made primarily on the basis 
of the real estate value and it is necessary to determine or 
ascertain the status of the title to the property which has been 
mortgaged, the order and nature of the bank’s lien, whether 
or not there is a real value in the real estate, and whether or 
not the bank is protected in case of fire, and against other lines. 

The status of the title to the property can be ascertained 
from the brief of title which should be filed with the mortgage. 
Preferably this should show the bank’s lien, i.e., be brought 
right down to date. In reviewing it, the examiner should 
make sure that the last title runs to the person who gave the 
mortgage to the bank. Or, if the mortgage has been assigned 
from someone else, that the assignment is in proper form to 
the bank. 

The mortgage agreement should run to the bank, or as 
noted above be properly assigned. It should recite that it is 
a first lien against the property, which should be further sub- 
stantiated by an inspection of the brief of title, to ascertain 
that no other liens are outstanding against the property. It 
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is not the usual practice of banks to take second mortgages, 
but in some cases real estate is taken for debt, which has 
already been mortgaged. Any such items which are not first 
liens should be segregated and scheduled on a separate form 
for inclusion in the report to the directors. Such items should 
be carefully watched, to protect the bank’s equity (if any). 
They are often overlooked if included with the rest of the 
mortgages. 

It should also be made sure that the mortgage has been 
properly recorded on the county records. This may be done 
by observing the recorder’s endorsement thereon, although this 
is not conclusive evidence that the mortgage is real and has 
been recorded. Only an examination at the recorder’s office 
of each item would prove them genuine and not substitutes, 
or ones which had previously been satisfied. However, such 
an examination would consume an immense amount of t im e, 
and the expense would be so great that it has become the usual 
practice to accept the recorder’s notation as proof that the 
bank’s lien has been properly recorded. Some banks have their 
attorney make a periodical check-up on different groups, so 
that over a certain period, say two years, all mortgages have 
been ascertained as being recorded. 

Sometimes it is a very easy matter, if one person has com- 
plete charge of the mortgage loans, to carry along as a good 
mortgage one which has been paid and satisfied of record some 
years previously. This is done by the simple expedient of 
preparing a copy of the mortgage, forging various signatures 
and carrying it along as a good loan. Usually, it will be found 
that the cash paid in on the mortgage was pocketed or else 
that it was used to make good other cash which had been taken 
previously. The best way to prevent this, is to make it impos- 
sible for any one person to have complete charge of the records 
of mortgage loans. 

It will be found that mortgages mature but that they are 
not paid off at maturity. Such items are not really in default, 
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for often the mortgage is drawn with a short term so that the 
bank can call it, if it so desires. Until called, it is carried along 
with the current mortgages. Mortgages held by a national 
bank should not be drawn with a term of more than one year 
in the case of general real estate and five years in the case of 
farm lands. Exceptions to this should be listed and given to 
the directors. 

The Appraisal As proof of the value in the real estate 

which has been mortgaged there should be with the other 
mortgage papers an appraisal of the property, made either by 
the directors, or by a competent appraiser. This shows the 
value of both the land and the improvements and is made at 
the time the mortgage is taken. Most banks have a percentage 
of valuation which they fix or which has been fixed for them 
by law. This limit should be ascertained and in the reviewing 
of the appraisal it should be noted that this percentage limit 
has not been exceeded. It should also be noted, whether or not 
appraisals are of recent dating. If not of recent dating, the 
question of having these properties reappraised at intervals 
should be taken up with the directors. Changing conditions of 
localities and industry often make a considerable difference in 
the value of a property. A property which was appraised five 
.years ago and on which a mortgage was placed, may be worth- 
less today, due to any number of causes. This question of 
reappraising mortgaged properties at frequent intervals is not 
receiving the attention it should. The examiner should 
endeavor to show the directors the value of doing this, as it 
would forewarn them of any considerable reduction in values 
and thus prevent heavy losses. In smaller banks the reap- 
praisal can usually take the form of a general review of all 
loans in the bank, without visiting each property. 

Fire Insurance. — As a protection to the bank, there should 
be with the other papers insurance policies, containing a 
standard mortgagee clause in favor of the bank, in a sufficient 
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amount to cover the mortgages in force. An attempt should 
always be made to have the amount of the fire insurance at 
least equal the amount of the mortgage. Then in case of a 
fire the bank will be reimbursed and will not have to look to 
the land for a portion of its money. In some instances the 
value of the improvements will not be sufficient to warrant the 
issuance of a policy large enough to cover the mortgage. 
However, all cases in which the insurance is not sufficient 
should be listed and then checked out. 

In some sections of the country there are a great many 
mutual fire insurance companies and associations. In such 
sections most of the insurance policies on file with the mort- 
gages will be from these mutual companies. Most of them 
issue an initial policy which continues in force as long as the 
annual assessments are made and paid. Consequently the mere 
fact that there is a policy from such a company does not mean 
that the bank is properly protected, as the assessment may not 
have been paid, in which event the insurance is void. There 
should be some visible evidence that the annual assessments 
have beeri paid and that the insurance is in force. The best 
evidence is the receipt for the payment of these assessments, 
which should be filed with the insurance policies. The mort- 
gagor should be required to bring these receipts to the bank 
when he receives them, and if the bank does not care to keep 
them, at least a notation should be made on the policy or on a 
separate slip to the effect that the insurance is in force, as 
evidenced by the receipt examined by so-and-so on such-and- 
such a date. 

Protection against Liens. — As real estate taxes and im- 
provement assessments attach to the properties, sometimes to 
such an extent that the bank suffers a loss if forced to fore- 
close, there should be some method in use which will enable 
the bank to ascertain that such taxes and assessments have been 
paid. The examiner should satisfy himself that this is being 
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done. Probably the best way is to have the mortgagor bring 
in his receipts for taxes and assessments to the bank at the 
time he pays the interest. At that time they can be presented 
to the person in charge of the mortgages, who can make a 
notation on the mortgage papers to the effect that the tax 
receipts for such-and-such a year have been sighted and found 
to be in order. 

Summary of Requirements — Summarizing, the following 
should be ascertained of all mortgages : 

1. That there is a bond and mortgage for each loan, properly 

registered. 

2. That there is a brief of title on each property. 

3. That there is an appraisal of a fairly recent date covering 

the mortgaged property. 

4. That insurance payable to the bank is in force in suffi- 

cient amount to liquidate the mortgage. 

5. That taxes and assessments have been paid. 

Any exceptions to. these should be listed and submitted to 
the official in charge for any explanation he may care to make. 
Any items which he cannot explain should be included in detail 
in the report. The examiner should be sure, however, that the 
items really are exceptions and not trifling errors. 

Large Mortgages In certain types of banks, large mort- 

gages will be the rule rather than the exception. These should 
receive the attention of the examiner in the manner outlined 
in the preceding pages. In addition the examiner should 
ascertain that the property mortgaged is being operated in a 
manner that will enable the mortgagors to pay the interest and 
to fund the debt, as it becomes due. The factor of earning 
power is an important one in ascertaining the value of a large 
mortgage, for if the property is not being operated profitably, 
it may be that eventually the bank will be burdened with it, 
with a heavy loss as the result. 
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Verification of Income from Mortgages — In the average 
bank, it will be somewhat difficult to verify the receipt of 
interest from mortgages, other than to check the items in totals 
from the tickler or register to the Mortgage Interest account 
in the general ledger. In any event the totals should be checked 
from the tickler to the interest account and in addition certain 
of the mortgages should be selected and the payment of interest 
on them should be traced through the records. 

Where the mortgages are all earning the same rate of 
interest, an effective check on the interest earnings from this 
source can be made by taking the average daily balance in the 
Mortgage account in the general ledger and applying to it the 
interest rate which will produce a certain amount of earnings. 
The amount so obtained should be compared with the amount 
shown in the Mortgage Interest account and if there is any 
large difference it should be looked into very carefully. By 
such a method, the interest accrued at the beginning of the 
period and at the end of the period is not taken into considera- 
tion, and consequently a difference of some kind should be 
expected. But if the amount outstanding on mortgages at the 
beginning and at the end of the period was approximately the 
same, the difference between the interest estimated on this basis 
and the interest actually received should be small. 

Where banks take their earnings into consideration daily, 
it is an easy matter to take the total of the daily accruals and 
balance it with the income actually received, by adjusting the 
interest accrued at the beginning and ending of the periods. 
This method is similar to that mentioned in the preceding 
paragraph with this exception, that the first method is based on 
an average balance, whereas the second method is based on 
actual values. One produces an estimated figure, the other 
produces an' exact figure. 

Accrued Interest on Mortgages — If the examination is 
made at the close of a fiscal period the interest accrued but not 
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due should be computed and taken into consideration, unless 
it is the consistent custom of the bank to ignore all accruals. 
Of course, this does not excuse the custom, but it would not 
be correct to take into consideration the accruals on one item 
and not on all. Most banks are beginning to realize that in 
order to present a true statement of earnings or a true financial 
statement at the close of the year, it is necessary to take into 
account all accrued items of expense and income. The exam- 
iner should do everything in his power to convince the directors 
of the necessity of this. 

If the interest has to be accrued, the mortgage tickler 
should be obtained, which will show the interest that becomes 
due each day in the future. Assuming that the interest pay- 
ments are on a semi-annual basis, the pages for the next six 
months from the date of examination should be footed sepa- 
rately. The sum of these totals should agree with the amount 
shown as mortgages outstanding at the date of examination. 
The totals of mortgages and interest payments should then be 
scheduled as shown in Figure 32. 


Date 

Amount of 
Mortgage 

Interest 

Payments 

Days 

Unearned 

Amount 

Unearned 







Figure 32. Schedule of Accrued Interest on Mortgages 


In the first column should be entered the day on which the 
interest payments are to be received; this will start with the 
day after the date of the examination. In the second column 
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will be placed the principal amount of the mortgages on which 
the interest is falling due, for each day. In the interest column 
will be placed the total amount to be collected on each day as 
obtained from the tickler. In the column “Days Unearned” 
should be inserted the number of days’ interest which are 
unearned at the date of examination. For example: If the 
examination was being made as of December 14, the first day 
listed would be December 15, which might show interest of 
$1,800 to be received on that day (the 15th). Now as there 
would only be one day between the day of the examination and 
the day on which the interest would be received, there would 
be but one day’s interest unearned. This figure would be 
entered in the fourth column. As the interest to be received 
represents six months’ interest or, say, 180 days, it may be 
seen that i/i8oth of $1,800 or $10 would be the amount 
unearned, which would then be entered in the last column. 
The same procedure would be applied to each item, after which 
the columns would be totaled. The total of the “mortgage 
column” should agree with the total mortgages held ; this would 
prove that all items had been taken into account. The total 
of “amount unearned column” should be subtracted from the 
total of the “interest payment column,” and the remainder 
would represent the interest accrued but not due at the date of 
the examination. In making this computation any mortgages 
on which interest is not being paid should be eliminated. 

Mortgages in Default. — During the course of the exami- 
nation the mortgages should be reviewed for those items which 
are in arrears either for principal or interest. A schedule of 
these items should be prepared for inclusion in the report, so 
that the matter may be brought to the attention of the direc- 
tors. This schedule should show all details of the mortgage 
together with the last interest payment and the approximate 
value of the property. This last would show whether or not 
the bank will be able to recover the mortgage .through the 
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property itself. If this schedule should show that there will 
be a loss in the settlement, the examiner should take up with 
the board the advisability of providing a suitable reserve. 

The assumption should not be made that, because the 
mortgage has not been paid at maturity, it is in default. As 
noted previously, quite often a mortgage is drawn with a short 
term and then allowed to continue until such time as the bank 
cares to call it. Mortgages of this kind should be reviewed 
with the officer in charge and if all the various papers are in 
prpper order and interest is being paid promptly they should 
not be listed as mortgages in default. 

Real Estate Carried as a Mortgage. — The examiner should 
be very careful to see that some item is not being carried as a 
mortgage when it should be included in Investments as real 
estate owned. Occasionally a bank, rather than incur or show 
a heavy loss, will bid in a property on which otherwise there 
would be a loss, and the original mortgage on this will be 
carried along. In some instances, even, evidence will be pre- 
sented to show that the interest has been paid, in an attempt 
to show that it is a good, live mortgage. This is usually done 
by the officers without the consent of the directors, with the 
hope that eventually the property will be sold for what the 
mortgage amounts to or better. In a rising realty market, 
these hopes are often realized, but in the meantime a loss is 
being concealed and it is up to the examiner to find it. At the 
same time, it must be admitted that if the transaction is cleverly 
handled on the books, it will be almost impossible for him to 
detect it. In some cases items of this nature can be found 
by checking back credits to interest accounts, credits to real 
estate accounts, or by noting that taxes are being paid on real 
estate which does not appear on the books. If a separate real 
estate department is maintained for the caring of mortgages 
and real estate, there is usually such a mass of detail to be 
reviewed that the task is almost hopeless. 
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Complete details of such items should be obtained and a 
reserve provided for any loss that may be anticipated. 

Entered or Recorded Judgments. — Entered or recorded 
judgments (as they are called) owned by the bank are usually 
evidenced by a transcript of the county’s record. They should 
be inspected and listed the same as mortgages and the total 
should agree with the controlling account, if one is carried. 

It should be noted from the transcript whether they are 
entered in the name of the bank, whether they are “live,” and 
whether they are or have been periodically revived. The time 
for doing this varies in each state. 

In some instances judgments have been satisfied on the 
records and the bank officials, or one of them, through some 
excuse have retained the judgments, including them as though 
they were of value, in an attempt to make up a previous 
shortage. To prevent this, some banks make arrangements 
to obtain an attorney’s certification at intervals to the effect 
that all the judgments held, which he lists, are in force and 
unsatisfied on the county’s records. Evidence should also be 
on file to show that the property covered is protected by insur- 
ance. It should also be ascertained that interest is being paid 
currently on all items. 

Any exceptions to the above should be listed and submitted 
in the report. In preparing the balance sheet, if possible the 
item of judgments should be shown separately. 

The holder of a judgment may easily lose his lien through, 
a sheriff’s sale on a mortgage or other judgment. Therefore 
careful note should be made as to what precautions are taken 
to prevent this. 

Participation Mortgages. —Banks with trust departments 
often have the trust department participate in their mortgages; 
the practice is found in small ones as well as the large ones. 
It is the practice to retain in one department a certificate show- 
ing the percentage of participation and in the other the mort- 
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gage itself, on the face of which is noted the participation by 
the other department. These should be handled in the same 
manner as other mortgages, except that a special list should be 
made of them, so that while the participation certificates may 
be examined in one department, the examination of the mort- 
gage and other papers in connection with the mortgage will not 
be overlooked in the other department. In some instances 
the mortgage is taken by the bank as trustee, which then makes 
a declaration of trust showing the interest of the various trusts 
and the banking department in the mortgage in question. The 
examiner should be on the lookout to prevent the mortgage 
being taken into consideration at its face value in one depart- 
ment, when the other department has participated in it. 

Construction Loans Included with mortgage loans are 

so-called construction loans, which have not been covered pre- 
viously. They require a highly specialized department as there 
are many legal and technical points to be observed. Such loans 
are usually made under rigid supervision and the borrower is 
usually required to have a considerable equity in the property. 
An agreement is entered into with the borrower to finance the 
construction of a certain building. The plans are usually 
approved by the bank, and no money is paid except upon archi- 
tect’s certificates as portions of the work are completed. In 
some cases the architect’s certificates are approved by the bank’s 
own engineer. As payments are made the different contractors 
are required to supply waivers of liens from subcontractors 
and material men. It is only in this manner that the bank’s 
priority of lien can be maintained. The examiner should note 
whether some such procedure as outlined is carried out in the 
case of each construction loan. Receipts or cancelled checks, 
duly vouched, should be on file for all payments under each 
such loan. Any exceptions to this rule should be listed and 
included in the report. 
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Verification of Mortgages by Correspondence. — Of course 
it is realized that the best method of verifying the mortgages 
would be by direct correspondence with the mortgagors, but 
only in a few cases will this be possible, due generally to the 
class of customers of the bank. However, in lieu of this, the 
internal routine of the bank in handling mortgages and mort- 
gage interest should be carefully reviewed and analyzed with 
a view towards providing the most protection. The general 
practice is to have the mortgage notes under the care of one 
person and the mortgages and other papers under the care of 
another person, and if possible to have still a third person take 
care of the interest receipts from this source. In some cases 
the interest records are placed under the care of the person 
who has charge of the notes in such a way that the person who 
has the custody of the mortgages and other papers, does not 
have access to them. 

Some banks arrange to verify their mortgages themselves 
at intervals by assigning an executive, or the auditor, if the 
bank has one, to the task of communicating and interviewing 
the mortgagors. This work is often combined with the collec- 
tion of interest. This form of verification, however, is only 
of value where the person assigned to the work has no interest 
in placing or taking the mortgages. 

Report Data. — As to the data to be included in the report, 
the various schedules have been fully covered. Usually it is 
only necessary to include in the report a list of the exceptions 
found, but in some cases, where the bank’s records are not in 
good order, it might be advisable to include a complete list of 
the mortgages owned. In some of the smaller banks this is 
often the only complete detailed record of mortgage loans. 
Before going to the expense of such a list, however, the wishes 
of the directors should be obtained. In the larger banks the 
records are usually such that they will furnish the desired 
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information to the directors in a much better form than the 
examiner's report. 

In some cases it may be desirable to prepare such a complete 
schedule for the working paper file, so that on subsequent 
examinations payments and new mortgages may be checked 
through independently of the record maintained by the bank. 
This is often the best plan to follow when the bank’s records 
are in poor condition. 

The examiner may find it advantageous to combine loans 
and discounts with mortgages and judgments so that the 
entire or complete liability of an individual or an interest may 
be obtained. This is particularly desirable where a company 
has borrowed money on notes and in addition has given the 
bank a mortgage. Unless all items of loans, regardless of 
their classification are brought together, such items may be 
entirely overlooked. The form this schedule of all loans should 
take, has been detailed more fully in Chapter VII “Loans and 
Discounts.” 



CHAPTER XII 


CIRCULATION AND REDEMPTION FUND 

All national banks are permitted to issue bank notes up to 
the full amount of their paid in capital, but not in excess of 
the par value of bonds (which have been designated by the 
Treasury Department) deposited with the United States 
Treasurer as security. They are also required to carry with 
the United States Treasurer a redemption fund for the purpose 
of redeeming notes sent to the Treasury Department, to the 
amount of 5% of the outstanding circulation. 

Circulation. — The amount of circulation outstanding at 
the close of business on the date of the examination should 
be ascertained by direct correspondence with the United States 
Treasurer. An answer is quite frequently delayed and during 
the interim, it is proper for the examiner to accept the state- 
ments which the bank officials will show him, but before the 
report is delivered to the directors, confirming letters should 
have been received from Washington. In making requests 
for these verifications the examiner should merely request 
statements showing circulation, redemption fund and other 
amounts due to or due from the United States Treasurer. 
Needless to say they should be approved by one of the officials 
of the bank and should be addressed back to the examiner and 
mailed by him in person. Otherwise, it is possible for an 
official or employee to obtain the statement as it comes in and 
change it to correspond with the accounts. Again if the item 
is not verified by correspondence the examiner has no guar- 
anty that the item is correctly stated on the books, even though 
he has inspected a recent statement from the Treasury Depart- 
ment. 

Unissued currency, if any, should be inspected and the 
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examiner should observe what safeguards are provided to 
prevent anyone from issuing it fraudulently. 

Redemption Fund. — The verification of the redemption 
fund, which should be as stated 5% of the circulation out- 
standing, should be verified by direct correspondence, although 
the receipts which the bank has may be accepted temporarily. 
The examiner is cautioned against accepting these receipts as 
conclusive evidence of the amount on deposit with the United 
States Treasurer for the redemption of currency. Several 
cases have occurred where reductions were made in the funds 
and the money, after being returned to the bank, was “pock- 
eted” by the cashiers, no record being made on the books. 
Whenever the examiner checked up the account the cashier 
would show receipts and statements which had been changed 
to agree with the amount shown on the books. 

Amounts due from the United States Treasurer for muti- 
lated or worn currency transmitted to him are or should be 
carried in a separate account which should be credited as soon 
as an equivalent amount is received from Washington. This 
account should be carefully scrutinized and if any amounts 
are due on the date of examination, they too should be verified. 

Bonds to Secure Circulation. — Certain bonds must be 
pledged as security for the issuance of bank notes. The verifi- 
cation of these bonds has been discussed under the chapter on 
investments. At the present time they must consist of the 
following : 

2% Consols of 1930 
4% Bonds of 1925 
2% Panama Canal Bonds 

As the supply of these bonds is limited, the demand for 
them by national banks has caused them at times to sell at a 
considerable premium. As a result many banks found it more 
profitable to borrow bonds of this kind from individual invest- 
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ors, paying them a fee for this purpose, than to go out on 
the market and buy them. Such items should be verified by 
correspondence with the person from whom the bonds were 
borrowed. Some banks record on their general books the fact 
that the bonds are borrowed, which is the right way, showing 
the bonds as an asset, and then the liability to the owner of 
them. In other banks no record is made of the fact that. cer- 
tain bonds have been borrowed, perhaps the only indication 
being in the minutes of the directors’ meeting which authorized 
the loan of them. This practice should be criticized, for it 
makes it possible for an unscrupulous official to abstract other 
bonds from the bank’s own investments or else include them 
in with the other securities owned by the bank making a similar 
increase in the Surplus or Undivided Profits account. 

Bonds purchased at a premium should be amortized as the 
Treasury Department will only redeem them at par. In state- 
ments of condition requested by the Comptroller of Currency, 
all such bonds are required to be shown at par value, the 
premium, if any, being shown separately or included with the 
cost of other investments. 

Profit on Circulation Privilege. — A point in which some 
banks may be interested, particularly at the present time, on 
account of the high cost of the bonds, is the profit or loss 
resulting from the use of the circulation privilege. Many 
banks have figured this out for themselves, but many others 
have not. The profit, if any, is the amount which would be 
received from lending the circulation plus the coupon rate of 
the bonds minus the expenses and interest obtainable from 
lending the cost of the bonds, as follows : 

Income on Bonds 

Income on Loans from Circulation 


Total Income $. 

Tax on Circulation, Either or Depending on 

the Bonds $ 

Sinking Fund for Premium 
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Loss of Interest on Redemption Fund 

Expense of Redemption, etc 

Income from Money Invested in Bonds to Secure Cir- 
culation if Loaned to Customers at Regular Rates 

Total 

Profit or Loss $ 

The result of such a computation is sometimes a surprise, 
and is usually information which will be welcomed. Average 
prices and statistics on this may be obtained from the Annual 
Report of the Comptroller of Currency. 



CHAPTER XIII 

LETTERS OF CREDIT AND ACCEPTANCES 

A commercial letter of credit is an undertaking on the part 
of a bank to loan its credit rather than money to a customer. 
The bank issuing the letter of credit agrees to honor drafts up 
to a certain amount, provided they are in the form agreed upon. 
They may be drawn at sight or on time. 

After fulfilling the required conditions the customer may 
draw upon the bank. His sight drafts are paid by the bank 
and charged against the account of the customer, or handled 
as a loan, depending upon the arrangements made by the 
customer. His time drafts are “Accepted” by the bank and 
then become an obligation of the bank. It is payable when 
due, by the bank, although the customer is expected to supply 
the funds with which to pay the acceptance. 

The Liability of the Issuing Bank. — In these transactions 
there are two types or forms of liabilities and assets which 
must be taken into consideration when preparing a balance 
sheet of the issuing bank. First, there is the liability of the 
bank for the issuance of the letter of credit, which is offset by 
the reimbursement to be made by the customer. Then when 
a draft is drawn the liability under the letter of credit is 
reduced but the bank’s liability for “Acceptances Executed for 
Customers” is increased, which is offset by the “Customers’ 
Liability for Acceptances.” 

There are two methods in use for recording these forms 
of liabilities and assets. Under one method no entry is made 
or liability recognized until a draft is drawn or accepted under 
the letter of credit. Under the other method the liability is 
recognized, and it appears on the books, as soon as the letter 
of credit is issued. As drafts are paid or accepted the liability 
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so created or set up is reduced and the liability under accept- 
ances is increased. In all there are four accounts involved, 
which are handled in the following manner : 

1. Customer’s Liability under Letters of Credit. This is 

charged when the letter is issued and credited when the 
letters are reduced or drafts are drawn under them. 

2. Letters of Credit Outstanding. This is credited when the 

letter is issued and charged when the letters are reduced 
or drafts drawn under them. 

3. Customers’ Liability Account of Acceptances. This is 

charged when drafts are drawn or accepted and credited 
when the drafts are paid or settled. 

4. Acceptances Executed for Customers. This is credited 

when drafts are drawn or accepted and charged when 
paid or settled. 

The Better Method of Showing Liability. — Of the two 
methods it would seem that the latter method although more 
involved is the better of the two. It shows the complete 
liability of the bank both under Letters of Credit and for 
Acceptances. When only the liability for Acceptances is 
shown the fact that the bank is obligated under Letters of 
Credit for many thousands of dollars is being covered up. 
Very often this is a real liability, for a bank may be legally 
obligated to honor a draft, even though it is ignorant of the 
fact that the draft has been drawn. This is particularly apt 
to happen when the drafts originate a considerable distance 
from the bank, and the fact is not communicated to the bank 
for some time. Therefore, if all liabilities are to be shown both 
the Letters of Credit and Acceptances must be included. In this 
connection it may be noted that the jurisdiction under which 
the bank comes may have much to do with the way in which 
these items are shown. In some states only the liability for 
acceptances executed is required to be shown, whereas in others 
the liability under Letters of Credit and Acceptances is 
required. 
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The Schedule Required.— The data that the examiner will 
be interested in can be obtained from the letter of credit record 
or register. Some banks maintain a register while others 
maintain a separate record for each letter of credit issued. A 
schedule similar to that shown in Figure 33 should be prepared. 

Verifying the Letters of Credit — This schedule may be 
prepared by the bank’s own staff but in any event should be 
checked by the examiner to make sure that all the open out- 
standing items have been included. The balance in the letter 
of credit accounts, if maintained in the general ledger, should 
agree with the total shown on this schedule. 

A register or record of some kind showing in consecutive 
order all letters issued is maintained by all banks. This should 
be reviewed by the examiner to see that all items have been 
accounted for. If a periodical examination is being made, the 
outstanding letters at the end of the previous period should be 
checked through to payment or inclusion on the current list. 
Unused letters should be examined to see that they follow 
those listed in the register or record. In some cases the letters 
outstanding have been verified by direct correspondence with 
the holders, but this is usually unsatisfactory. It is also 
unnecessary, particularly if the proper guards are placed around 
the issuance of such letters. There is very little possibility of 
their being manipulated to cover a shortage except in the case 
of letters issued for cash, which is discussed elsewhere. The 
only possibility is that the bank may be desirous of under- 
stating its liability from this source, or may have become 
involved in transactions through letters of credit on which it 
has not been protected and on which it may have to take a 
loss. These items affect the solvency of the bank and should 
be investigated by the examiner. 

Banks issuing letters by cable sometimes keep them in the 
same record as their other letters, while some other banks keep 
them in separate registers and records. They should not be 
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Figure 33. Schedule of Letters of Credit Outstanding 
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overlooked and inquiry should be made as to whether letters 
are issued by cable and if so, how they are recorded. 

Security for Outstanding Letters — The bank in issuing 
a letter of credit is lending its credit and as a matter of pro- 
tection should have a written guaranty or agreement from the 
customer as security. The examiner should ascertain, in the 
case of each outstanding letter, the security held by the bank, 
or what steps the bank has taken to protect itself. Outstanding 
letters on which the bank is not protected should be scheduled 
and detailed in the report. If this condition is found to be 
chronic it should be severely criticized as it may eventually 
involve the bank in heavy losses and perhaps endanger its 
solvency. 

Travelers’ Letters of Credit — Travelers’ letters of credit 
are somewhat different from commercial letters of credit. 
They are issued for cash or some substantial security such 
as stocks or bonds. There is usually a real liability and a real 
asset and both should be shown on the balance sheet of the 
bank. In some banks they are included in with the commercial 
letters both in the accounts and in the record or registers. In 
most cases they will be found in separate accounts and separate 
records. The accounts are usually designated as “Cash Letters 
of Credit” for the asset and “Cash Letters of Credit Out- 
standing” for the liability. 

Their Verification — The examiner should make sure that 
all numbers have been accounted for, either as paid, cancelled, 
outstanding or unused. Letters paid during the period under 
review should be examined and checked through; those out- 
standing at the beginning of the period should be also checked 
through to payment or included in the list as outstanding. A 
list of the outstanding items should be prepared similar to that 
shown in Figure 34. 

The total of this schedule should of course agree with the 
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balance in the account on the general ledger. The examiner 
should satisfy himself that the entire liability for letters out- 
standing is shown. In a great many banks it is possible to 
issue a letter for one amount and show another amount on 
the bank’s records, the difference being pocketed by the person 
who issued the letter. When the letter of credit is returned 
for cancellation it is kept out for a while, then the stub is 
changed to show the correct amount, or the letter is altered 
so as to agree with the stub. These changes can be made 
undetected for the old stubs are never re-footed, and quite 
often the cancelled paid letters are not reviewed. 


Name of Bank 

Location 

Date 

CASH LETTERS OF CREDIT 

No. 

To Whom Issued 

Amount 

Cash 

Deposited 

Drafts 

Drawn 

Balance 


■ 






Figure 34. Schedule of Cash Letters of Credit 


The best method of preventing such occurrences is proper 
control of the issuance of the letters. The examiner should 
review the routine in current use, to see how it can be improved 
so as to provide a method of internal control. 

Acceptances — As stated previously, a bank acceptance is 
a draft accepted by a bank and payable by it when due. Mem- 
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bers of the Federal Reserve System are permitted to accept 
drafts both domestic and foreign, drawn upon themselves, 
provided they result from the following types of transactions : 

1. The exportation or importation of goods. 

2. The domestic shipment or storage of goods. 

Also the bill of exchange or drafts so drawn must not have 
more than six months to run exclusive of the days of grace. 

Limitations to the Execution of Acceptances. — There 
are certain limitations imposed by the Federal Reserve Act 
which must be observed. The most important one is that at 
any time the outstanding acceptances drawn upon a bank shall 
not exceed 50% of its combined capital and surplus. How- 
ever, if special permission is obtained from the Federal Reserve 
Board it is possible to increase this limit to 100% of the com- 
bined capital and surplus, although the amount outstanding 
arising from domestic transactions must not at any time 
exceed 50% of the combined capital and surplus of the bank. 
In ascertaining outstanding acceptances the bank is permitted 
to deduct those that are still outstanding, but in connection 
with which the collateral has been liquidated in cash to the 
bank. 

If a customer’s acceptances are to be eligible for sale or 
rediscount through the federal reserve banks, the volume of 
acceptances for such person, firm or corporation at any one 
time, must not exceed 10% of the combined capital and surplus 
of the bank. Acceptances which are secured by some actual 
security are not considered in this limitation. If it is not 
desired to dispose of them in the manner mentioned above, 
there is no limit, other than the general limitation of 50% 
and that which good judgment indicates, to the amount a bank 
may accept for any one person, firm or corporation. 

These are the most important of the provisions in the 
Federal Reserve Act which the examiner must bear in mind, 
although there are a number of other sections which will be 
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of interest. In a number of states laws have been passed which 
enable state banks and trust companies to make acceptances 
in connection with foreign and domestic transactions, prac- 
tically the same as the members of the Federal Reserve System. 
The laws of the particular state under which the bank is oper- 
ating should be consulted for information on this point. 

Determining Outstanding Acceptances The examiner 

should ascertain and set up the customers’ liability on accept- 
ances executed for their account at the date of the examination. 
At the same time the bank’s liability for acceptances executed 
should be set up as a liability. One account should offset the 
other in amount, although on the balance sheet they should 
appear as separate items. The two accounts are of a memo- 
randa nature but serve to show accurately the contingent lia- 
bility of the bank on acceptances; for the bank is required to 
pay, whether the customer is in a position to repay the bank or 
not. In the ordinary course of affairs the customer will pay 
into the bank the required funds a day or so ahead of the 
maturity of the draft. A schedule of the outstanding accept- 
ances which should be unmatured should be prepared as shown 
in Figure 35. 

This list may be prepared from a register which may or may 
not be in loose-leaf form. Each item should be reviewed to 
ascertain that arrangements have been made by the customer 
to provide the necessary funds at maturity. These arrange- 
ments should take the form of a written guaranty or agreement. 

The method of accounting for acceptances was described 
in the first part of this chapter, and it should be noted that 
the total of this schedule should agree with the total in the 
general ledger. It should also be noted that the bank’s liability 
for acceptances executed and the customers’ liability are equal 
to each other. Any differences should be investigated. They 
may be found to be items which are proper. Quite often they 
will be items which the customer has paid to the bank several 
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days before the maturity of the draft or acceptance, although 
the larger banks carry these payments in separate accounts. 
Again they may be' found to be items paid by the bank which 
have not been picked up by the customer. 



Figure 35. Schedule of Acceptances Outstanding 


Loans by Means of Acceptances — When such items are 
found they should be classed as loans. Frequently a customer 
is unable to raise the necessary funds to pay the acceptances; 
the bank pays them and considers it as a loan to the customer. 
They are usually secured by trust receipts covering the goods 
arising from the transaction under which the acceptance was 
made. The examiner should classify such items as loans and 
should see that the trust receipts are in proper form. They 
should also be examined to see if there is any possibility of 
loss in the event that the bank has to rely on the liquidation 
of the security for payment of the loan. 

In cases where acceptances under letters of credit are 
secured by shipping documents these are often surrendered 
when the goods are received for the customer’s trust receipt. 
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The examiner should make sure that such trust receipts contain 
a provision that in the event of the sale of the goods before 
the maturity of the acceptance the customer will pay off such 
acceptance at the time of the sale. Unless this practice is 
carried out, the bank lien, being in the nature of a chattel 
mortgage, will be lost. 

If the bank purchases or discounts its own acceptances, 
the items should also be included with loans. At the same 
time the asset and liability for acceptances executed should 
be reduced accordingly, as by the purchase of the acceptance 
the bank’s liability has been extinguished and the payment to 
be made by the customer will be retained by the bank when 
received. In some localities the bank’s liability is eliminated 
but the asset account “Customers Liability for Acceptances 
Executed” is carried along until maturity, when the customer 
pays it off. It is considered good practice to show such items 
as loans. 



CHAPTER XIV 


REAL ESTATE 

Real Estate Other Than Banking House. — During the 
course of business a bank often acquires real estates for pro- 
posed extensions or expansions, through defaults on mortgage 
loans, etc. A schedule should be prepared of all such real 
estate held by the bank, which should show location, land 
value, building value, assessed valuation, and whether or not 
it is a revenue producer. 

Sometimes these real estate investments will be shown 
clearly and distinctly in separate accounts ; in other cases they 
may be included with loans, or in departmental accounts. 
Wherever maintained the additions made to such accounts 
during the year or period under examination should be exam- 
ined in detail and the additions or changes in the account ascer- 
tained to be proper. During the analysis of expense accounts 
items expended for the upkeep or improvement of properties 
acquired should be carefully scrutinized and if they are found 
to be in the nature of permanent improvements should be 
capitalized. 

The deeds covering the various properties should be exam- 
ined and it should be ascertained that titles to these properties 
are vested in the name of the bank. If time permits it may 
be well, also, for the examiner to make a search of public 
records to satisfy himself that the bank’s title is clear except 
as found on the books. Or, it may be possible to have the 
bank’s attorney make this search and supply a certificate to 
that effect. 

The fire insurance carried on these properties should be 
ascertained and a comparison made with the amounts or values 
carried on the books and the real values as they may exist at 

ipo 
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the time of the examination. The latter may be obtained from 
the directors or officers of the bank, or if necessary an 
appraisal may be made. In ascertaining that the proper amount 
of insurance is being carried due consideration should be given 
to any co-insurance clauses that may be attached to the policies. 
If sufficient insurance is not being carried to protect the bank, 
the matter should be taken up immediately with the proper 
officials and mention made of it in the report. 

The real estate other than banking house property should 
be analyzed to determine how much property has been taken 
for debt and how much has been acquired otherwise. This 
for the purpose of determining if the bank is engaged in real 
estate speculation. This very rarely happens, but the examiner 
should be on the look-out for it at all times. 

Limitations on Holding of Real Estate. — The banking 
laws under which the bank operates should be reviewed and 
the examiner should ascertain if any real estate is being held 
in violation of these laws. Some states regulate the investment 
in real estate by charter provisions and some by statute. In 
some cases banks are restricted from acquiring any real estate 
other than the banking house property, with the exception of 
property taken to protect indebtedness. In other cases they 
can hold title to other real estate provided permission is 
obtained from the banking authorities. In several instances 
state banks have .made a considerable investment in real estate 
by purchasing stock in real estate companies. 

National banks may not hold real estate except for their own 
use unless taken to secure loans already made to protect them- 
selves against loss, and then they must sell such real estate 
within five years, or obtain an extension from the Comptroller 
of Currency. It is expected that this feature will be changed 
in the future, so that national banks may acquire title to prop- 
erty for the purpose of future expansion, without having to 
use it for that purpose immediately, 
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Investment in Other Real Estate Not Always Shown. — 
A few banks do not show real estate acquired for indebtedness 
as such, but carry it along in the form of the original indebt- 
edness. In a large bank this is often possible. For instance, 
if a loan of $100,000 was made on a property and the bank 
later accepted the property in lieu of the debt, the bank would 
continue to carry it as a mortgage. Some banks have even 
gone so far as to show that the interest has been paid on such 
debts, in this way carrying the item as a good mortgage loan. 
The usual reason for covering the item up in this manner, is 
to prevent criticism and very often to prevent showing a loss 
which would be very apparent i f the item were set up separately 
as an investment and an appraisal made. The examiner should 
be on the watch for such items, especially in the larger banks 
having separate real estate departments, and regardless of how 
the item is carried on the books of the bank he should show it 
as an investment (temporary perhaps) in real estate. 

Values Should Be Conservative.— If possible an appraisal 
should be obtained on the various properties and compared 
with the book values. This should indicate whether or not 
the bank is carrying a concealed loss. If the properties are 
being carried at inflated values, a recommendation that they 
be reduced to marketable values should be made immediately 
and proper comments should be made in the report. 

If the bank is obligated for any encumbrance on these items 
of real estate, they should be verified, preferably by corre- 
spondence, and the full liability should be shown on the balance 
sheet. 

Fixed Assets — Banking House, etc — Under this caption 
are included land and building used for banking purposes, 
furnitures and fixtures, vaults, etc. 

Most banks carry their fixed assets at merely a nominal 
value, most of the original cost and additions being charged 
to expense accounts and thence to the Undivided Profits 
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account. This is a very conservative method, but records 
so kept do not reflect the true earnings for each year. They 
create a secret reserve which the stockholder does not always 
know about and which sometimes works an injustice against 
him. Since the inception of the income tax, however, banks 
are more careful about charging capital expenditures to 
expense accounts, since such items are not deductible. 

It would seem that the best method to handle such items, 
if they are to be written off immediately, is to set them up in 
an asset account and then provide a reserve account for a 
similar amount. In this way one account will offset the other 
and if desired neither account need be stated on statements 
given to the public. Now that banks are permitted to keep 
two sets of records, one to be kept in accordance with their 
usual customs and the other in accordance with the federal 
income tax laws and regulations, it would seem that conserva- 
tism could be given full swing and yet at the same time the 
competent examiner can obtain the data necessary to show the 
true results of operations for each year, eliminating the items 
charged to expense accounts and in their stead setting up a 
proper charge for depreciation. 

Land and Buildings. — The values of land and buildings 
should be separated, as buildings are depreciable while the land 
is not. Additions to the account during the period under 
review should be analyzed and ascertained to be proper. In 
exceptional cases it will' be found that expense items are capi- 
talized, sometimes in error and sometimes in order to increase 
the earnings. During the analysis of expense accounts any 
item that represents a capital outlay should be segregated and 
an adjustment made capitalizing it, at least on the working 
papers of the examiner. Occasionally banks have to pay more 
for a property than it is really worth, and when the examiner 
knows this to be a fact he should recommend that the account 
be written down to a fair value, so as not to overstate the item. 
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The deeds covering the banking house and land, if owned 
by the bank as such, should be examined to ascertain that 
they are actually carried in the name of the bank. As not 
even examination of the deed, however, is conclusive evidence 
that the property is recorded in the name of the bank, a cer- 
tificate should be obtained if possible from the bank’s attorney 
or from a title company as noted in connection with the bank’s 
investment in other real estate. 

The fire insurance carried on fixed assets should be ascer- 
tained and the insurance carried should be compared with the 
cost and present value of the items. Most banks compare their 
insurance with the values they carry on their books and believe 
that they are fairly well covered by insurance. Many of them 
forget to take into account the co-insurance clause and also 
the fact that their habit of charging capital items to expense 
accounts has greatly understated their book accounts. As a 
result the comparison may mean nothing at all. For this 
reason the accounts should be analyzed back to the beginning 
if possible, so as to determine the original cost of the assets, 
and from this depreciation should be deducted on some con- 
sistent basis. The resultant book value is the one that should 
be compared with the insurance carried. If the insurance 
carried is inadequate the point should be called to the attention 
of the proper officers or directors. • 

If the examination is being made at the close of a fiscal 
period depreciation should be charged against current earnings 
on all fixed assets on some equitable basis, preferably on the 
basis of the life of the assets in question. 

All of the preceding comments apply with equal force to 
the other fixed assets, such as furniture, fixtures, and vaults 
owned by the banks. 

The Accounts as They Appear on the Statement In set- 

ting up the accounts on a balance sheet to be used by the 
directors the fixed assets should be stated at original cost less 
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depreciation charged off in prior and current years, and the 
net value should be extended out. This will show clearly just 
what proportion of the total cost has been depreciated or 
charged against earnings. As stated previously, if it has been 
the custom of the bank to charge items off as soon as acquired, 
the accounts should be restated, so that the asset account will 
equal the reserve account. Even so, however, the two accounts 
should be set down so as to show just how much has been 
invested. 

Before accepting the accounts as correct, it should be noted 
that proper adjustments have been made for items sold or 
discarded during the period under review. For example, if 
fixtures were originally purchased for $2,000 and depreciated 
on the basis of 10 % per annum for two years, at the end of 
which time they were sold for $200, it would not be sufficient 
to note that the credit of $200 was made to the Fixtures 
account. The account should be reduced by the original cost, 
or so much of it as is still carried on the books. This point 
should receive particular attention, where banking quarters 
are remodeled or rebuilt, otherwise the cost of the new quarters 
and a considerable portion of the cost of the old items may be 
carried along. 

Encumbrances on the Banking House. — The examiner 
should ascertain whether or not the land and building used 
as a banking house are encumbered in any way, and also 
whether the bank is liable on this encumbrance. If it is an 
encumbrance that attaches directly to the land and the bank 
is in no way liable on it, other than the payment of a ground 
rent or some similar payment, it should not appear on the 
balance sheet of the bank, although some comment should be 
made in the report regarding it. If the encumbrance is a 
direct liability of the bank, it should appear as a liability on 
the balance sheet. It should be verified by direct correspond- 
ence with the holder, as to principal, interest rate, and the date 
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up to which the interest has been paid. The examiner should 
satisfy himself on this point completely, since new banks some- 
times set up on the books- merely their equity in buildings. 

Any other liens for unpaid taxes or judgments should also 
be taken up and shown on the statement. 

Expenses of Maintenance. — Disbursements for mainte- 
nance and up-keep of building should be vouched and the 
examiner should make sure that supporting data are attached 
to each voucher. If the expenses are numerous, separate 
analysis should be made of them. If portions of the bank 
building are rented, the collection of these rentals should be 
verified for the period under review. This may be done by 
setting up a rent ledger on working papers and checking 
through for each month the collection of rentals from the 
bank’s records. In cases where there is a considerable portion 
of the bank building rented out, it is customary to charge the 
bank with a fair rental on the space occupied by it. This 
charge is then added to the rentals actually collected and from 
this is deducted the expense of maintenance and up-keep; the 
net profit on the operation of the building is then compared 
with the investment in the building to determine its profitable- 
ness. The collection of rentals from other properties, which 
should also be traced through, should not be included with 
the rentals obtained from the banking house. Each property 
should be considered as a separate unit. 

The income derived from the operation of the building 
should never be ' used to reduce the cost of the building but 
should be included as “Other Income” to the bank. 

Investment in Building Corporations. — Often a separate 
company is formed for the purpose of operating and main- 
taining the bank building, all or practically all of the stock 
being subscribed by the bank. When this is done, the invest- 
ment will appear in the stocks and bonds on the books. 
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Whether, however, it should appear as an investment in a 
fixed asset on the balance sheet, opinions differ. If possi- 
ble an examination should be made of the building books, 
although if this is impossible a statement should be obtained 
so as to approximate the book value of the stock. It should 
also be ascertained that a fair rental, and only a fair rental, is 
being charged the bank for the space occupied. 

Report Schedules — No particular schedules are required 
for the report, except where there are a number of items of 
real estate other than banking property held. In such cases 
each item should be scheduled as shown in Figure 36. 


Doe Trust Company 

Philadelphia, Pennsylvania 

Schedule No. 18 

REAL ESTATE OTHER THAN BANKING HOUSE PROPERTY 

November 16, 192- 

Description 

Book 

Value 

Liens 

Appraised 

Value 

Date 

Acquired 

Gross 

Income 

Expenses 









Figure 36. Schedule of Real Estate Other than Banking House 

Property 


Of course, any exceptions, i.e., insufficient insurance, deeds 
got drawn to the bank, should be indicated on this schedule. 





CHAPTER XV 


COMMERCIAL DEPOSITS 

Deposits a Bank's Chief Liability. — Deposit liabilities of 
the modern bank include, among other items, the following: 

Commercial accounts 

Certified checks 

Cashier's or treasurer’s checks 

Certificates of deposit 

Saving accounts 

Christmas and savings clubs 

School savings accounts 

In the present instance, however, we are more particularly 
concerned with the item of commercial accounts. 

A bank’s largest liability is to its depositors; consequently 
much depends on the correct statement of this item. If under- 
stated it may be that the bank is in fact insolvent, although 
the book accounts may reflect assets for all liabilities shown. 
It should not be supposed that the examiner can confine his 
work to the verification and valuation of assets alone. Many 
examiners spend a large amount of time verifying and valuing 
assets but give very little real attention to the verification of 
deposit liabilities. It is even more important to see that all 
liabilities are correctly and completely stated, for the liabili- 
ties are the measuring stick of solvency. 

On the other hand, it will be found that the actual verifica- 
tion of deposit liabilities which the examiner can make is 
limited. Weeks may be consumed in checking and verifying 
and yet the results obtained may be no better than if only a 
day or so were used for that purpose. 

Ordinarily an external examiner can do very little towards 
verifying the accuracy of the deposit liabilities. He must rely 
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largely on the effectiveness of the internal check or routine. 
If there is no such check in effect, it is his duty to devise one 
and submit it to the directors, pointing out the present dangers 
and the necessity for improvement. At succeeding examina- 
tions the routine should be improved, until it is as near perfect 
as possible. 

When Minimum Amount of Verification Is Required. — 
In the case of,a bank having an internal auditor and a good 
internal routine, an examiner could with safety confine his 
attentions solely to an inspection of the routine followed in 
the handling of the deposits, and an examination of the work 
done currently by the auditor. If he discovers any weakness 
in the plan of operation as followed, he should guide himself 
accordingly, but otherwise he would be justified in accepting 
the items as they appear on the books. It should be noted that 
the examiner’s knowledge of the internal routine should be 
obtained, not from the auditor, or officers, but from an actual 
review of the work as it is done while he is himself in the 
bank. Many systems when originally installed answer their 
purpose admirably, but in the course of time there comes a 
change here and a change there, with the result that the original 
object is defeated, sometimes without the knowledge of those 
in charge. 

Where the conditions of an internal auditor and a good 
internal routine are found, the time usually spent in taking 
trial balances, checking them back, and so forth, is saved, but 
unfortunately such cases are comparatively rare. However, it 
is expected that as bank directors begin to realize that even a 
complete verification at the time of audit does not protect them 
between audits, and that a considerable shortage can develop 
in a few months, such cases will increase. 

Obtaining a Trial Balance on Commercial Accounts. — 
Except as noted above, it will be found necessary and desirable 
to run a trial balance on all ledgers, after which the items 
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should be carefully checked, for it may be that errors have 
been made in listing, which may help to offset a shortage. If 
possible, the trial balance should be taken off right after all 
items from the day of the examination have been posted. In 
many cases the accounts are listed the night the examination 
is started, in other cases it is done the following morning 
and in others it is deferred until the close of the examination. 
There is one disadvantage to deferring the listing of the 
accounts which is that if the ledgers are being manipulated, 
the guilty person is given a longer time in which to cover up 
his operations. If the trial balance is taken right after the 
examination is started he does not have an opportunity of 
making adjustments to offset his shortage. 

A greater number of defalcations arise through the use of 
depositors’ accounts, as they are the easiest to manipulate; 
consequently anything which makes it possible to cover up such 
defalcations should be avoided. For instance, given time a 
clerk might deposit a faked check on an out-of-town bank for 
the amount of his shortage, with the expectation that the check 
would not be returned for several days, and that when 
returned, he would be in a position to obtain it. Or, it might 
be possible to send a loan transaction through to temporarily 
correct the shortage, afterwards reversing the transaction. 

In either of the two cases cited, a trial balance taken after 
the adjustments were made would agree with the balance in 
the controlling account, although there was, in fact, a shortage. 

If conditions in the bank under examination are such that 
such things are possible, the balances in the depositors’ ledger 
should be listed immediately after the examination is started. 
If this is not possible, they should then be listed sometime 
during the middle of the examination. The runs made at that 
time should be reconciled back to the date of the examination. 
Then, before leaving the bank, the settlement sheets for all 
days the examiner was in the bank, both before the listing and 
after the listing, should be obtained and reviewed. Returned 



Ch. IS] 


COMMERCIAL DEPOSITS 


201 


items should be carefully scrutinized and under some conditions 
it would be best to audit all of the transactions which affected 
the deposits during that period. 

Adding Machine Manipulations — In connection with the 
listing of the accounts the examiner or his assistants should 
do this work, or runs made by the bank clerks may be accepted, 
provided they are checked back to the accounts by the examiner 
and refooted. It is not safe to accept without verification 
runs made by others. If the accounts are being listed by the 
examiner’s staff, instructions should be given not to leave the 
adding machines without taking a total before leaving the 
machine and again when returning to it. In one case an 
assistant cashier was able to cover up a shortage for three 
years by interfering with the adding machine runs as they were 
made by the examiner. He would wait until the examiner left 
the room, or else had one of the clerks arrange to give the 
examiner some data, at a time when he was in the middle of a 
“run.” The assistant cashier would then slip over to the 
machine, throw the carriage of the adding machine back, insert 
the amount of the shortage in the machine, which of course 
would not show on the tape, and then return the carriage to 
its original position. When the examiner returned, he would 
complete his listing and obtain a total which would agree with 
the controlling account. Even in visible printing adding 
machines the same manipulation is possible, although it cannot 
be done quite so easily. 

A Trial Balance Is Not Conclusive. — Many examiners 
place a great deal of faith in the taking of a trial balance as 
a means of verification and detection of manipulation, but its 
use for this purpose has been greatly overrated. It is true that 
in a few cases the examiner in taking off a trial balance of 
the depositors’ accounts has noticed something peculiar about 
a particular account, which has led to the uncovering of a 
defalcation, but in most instances this has been the result of 
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luck and intuition. In listing the accounts, the only result 
obtained is that there are a sufficient number of accounts on 
hand to give a total that agrees with the controlling account. 
There is no guaranty that all accounts have been listed, nor 
that the balances shown are correct. 

It may be that $100,000 or $200,000 has been falsely 
charged against certain accounts, but the trial balance would 
not reflect this condition. The value of a trial balance which 
agrees with the control should not be entirely disregarded, but 
it must not be considered as conclusive proof of correctness. 
One method of manipulation is to draw checks or make charges 
for shortages against accounts of persons who travel, or who 
are careless about checking up their accounts, or against the 
dormant accounts which accumulate in all banks. Another 
method is to charge the shortage against the controls but to 
make no record of it on the individual accounts ; then when the 
examiner prepares to take his trial balance a sufficient number 
of the accounts are removed from the ledgers so that the total 
of the accounts listed will agree with the control. 

At a recent Baltimore Convention of the American Insti- 
tute of Banking, a case similar to the above was discussed in 
the following words : 

As an instance of the almost utter uselessness of a trial 
balance, the case of a misappropriation in a small Maryland 
bank was cited. Trial balances taken from the various ac- 
counts in the bank showed them to be practically in balance, 
but when the matter was sifted to the bottom, it was found that 
the cashier had defaulted in a sum equal to 40% of the bank’s 
entire assets. His method was to draw his own check on the 
bank, although he had no account, to send this check to his 
broker for margin, and when the check was returned to him, 
through the regular channel, to pay it. Of course, his total 
checks for the day would then be short by the amount of his 
personal check, so he would simply add his checks long that 
day by the desired amount. This would naturally result in a 
discrepancy between the commercial depositors ledger and the 
general ledger. To overcome this he would abstract sheets 
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from the individual ledger for approximately the amount in 

question, adjusting whatever difference there might be by de- 
ducting it from some other depositor’s account. 

One of the failings of directors’ examinations is that no 
verification is made of the deposits, other than a trial balance, 
which is frequently taken off by one of the clerks and presented 
to the directors, to show them that the totals agree with the 
general books. 

At best, a trial balance is merely a mechanical operation, 
and it is impossible for the examiner to detect any wrong- 
doing from the brief inspection he makes of the account when 
obtaining the balance from it. It does, however, furnish him 
with a list, which may serve as the basis for the complete 
verification of all accounts listed. 

Partial Verification of Deposits. — A partial verification 
may be made by communicating with a few of the larger 
depositors, or with a certain group of the depositors, but this 
will prove no more than that the accounts in question are 
correct. It may be that accounts which should have a large 
balance have been reduced by false charges to a small balance, 
and therefore will not be included in the group being verified. 
It is true that if the accounts selected for verification are 
among those which have been manipulated, the shortage will 
be discovered, but otherwise it will not. 

Verification of All Deposits by Correspondence. — The 
right verification and the only complete one, is that to be 
obtained by direct correspondence or communication with the 
depositor. This is often difficult, sometimes impossible, to 
accomplish, although the time will come when it will be the 
established practice to ask each depositor to verify his account 
direct to the examiner. 

Of course, direct verification is not required or necessary 
in the exceptional case, in which the bank has protected itself 
by so arranging its force and routine that an automatic check 
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is obtained. In the smaller banks it is very essential, although 
many objections are made. 

P. G. Cameron, Secretary of Banking, Pennsylvania, dur- 
ing 1923, at the time his department was under investigation, 
among other things stated: “Let me say that no number of 
examinations is likely to reveal embezzlements or misapplica- 
tions of funds, unless the examination is thorough in every 
detail and is participated in by sufficient examiners and exam- 
iners’ clerks to cover every important record and asset of the 
bank immediately upon entering to begin the examination. 
Bank examiners are not infallible, and it is possible for a 
dishonest bank official — especially if there is collusion between 
him and some official or clerk — to cover a shortage indefinitely, 
unless all of the deposit pass books are called in and balanced, 
the maker and indorser of every note called on to verify his 
signature and the holder of every certificate of deposit required 
to verify the amount of the certificate held by him. In several 
instances where the state examiners proposed to take this action 
the directors strenuously objected, on the ground that such a 
course would arouse distrust on the part of the depositors and 
might result in a run, which would necessitate the closing of 
the institution. Therefore, unless and until the public is edu- 
cated to the imperative necessity of calling pass books in con- 
nection with examinations, in order to make the examination 
complete, such a procedure is apt to prove detrimental to the 
institution under examination, and will no doubt be objected 
to by the officials when such action is proposed to be taken.” 

Permission Should Be Obtained from Directors Before 

communicating with the depositors the authorization of the 
directors should first be obtained. Many directors hesitate 
about granting this permission, under the impression that such 
a procedure will undermine the bank’s credit and standing in 
the community, or that the depositors may think that a shortage 
has been found and that an attempt is being made to straighten 
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it out. In some localities this might be true, but in the majority 
it is not. 

Most business men know what an audit is and realize the 
necessity for an examination of the bank which has the cus- 
tody of their money. It is only directors and business men 
who are not in touch with the modern aids to business who 
consider that an auditor is only called in when there is a 
shortage or some similar trouble. Bankers have no hesitancy 
about posting the information that their employees are bonded, 
that they have strong vaults, and so forth. This does not mean 
that they expect their employees to be dishonest, or that they 
expect burglary. They have merely taken such steps as pru- 
dence dictates for the protection of their depositors and stock- 
holders. An audit and examination is in a certain sense an 
item of insurance. Instead of being secretive about it, the 
directors should “broadcast” its benefits and the added protec- 
tion it affords, both the stockholders and the depositors. In 
this way the complete co-operation of the depositors may be 
obtained, to their own advantage. 

In the audit of books of commercial business, officers of 
the companies for years would not permit public accountants 
to verify their accounts receivable by communicating with 
customers. But during the last few years this attitude has 
changed, and now such verification is considered to be a part 
of the ordinary audit routine. It is expected that in a few 
years, the same thing will be true of the verification of bank 
deposits; at least let us hope so. 

Sending Special Statements for Verification. — There are 
several methods for securing direct verification from the 
depositors. One way, which is rather troublesome, is to close 
the accounts at the time of the examination, obtaining a state- 
ment of the balance at that time, which together with the can- 
celled checks is sent to the depositor through the mail. A form 
letter is attached to the statement requesting signed confirms- 
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tion of the correctness of the balance shown on, the statement. 

The form of the letter varies in each case, but that shown 
in Figure 3 7 is typical. 

These letters are printed on the bank’s stationery, but 
enclosed with them are envelopes addressed to the examiner. 
These envelopes may or may not be stamped, but a larger 
number of replies will be received without second requests if 
stamped envelopes are enclosed. The envelopes in which the 
requests to depositors are mailed should have on them the 
return address of the examiner or his post-office box. 


To Our Depositors: 

In connection with the regular audit of our books and 
accounts which is being made for the directors by John Doe & 
Company, we are enclosing statement of your account showing 
the balance at the close of business on August 25, 19 — , to- 
gether with cancelled checks. 

After reconciling the balance shown on the statement^ please 
advise our examiners, in the enclosed envelope, whether it does 
or does not agree with your records, stating the nature of 
the difference, if any. 

As this verification is being carried on, for our mutual 
benefit and protection, an early reply will be appreciated. 

Very truly yours, 

First National Bank 


Cashier 


The balance shown on the statement of the First National 
Bank, at August 25, 19 — , agrees with our records, after 
reconciliation, with the following exceptions (if no exceptions 
so state) : 


Official Signature of Depositor 


Figure 37. Request for Confirmation of Depositor’s Account — With 
Statement Enclosed 

Requests with Regular Monthly Statements. — A way to 
pbtain verification with much less trouble is to wait until the 
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end of the month, or arrange to have the examination on or 
about the end of the month, and then send out requests for 
verifications with the regular monthly statements. However, 
it should be remembered that if the examination has been 
started on the tenth of the month, and the deposits are verified 
as of the end of the month, an inspection must be made of the 
changes in the accounts during the interim. 

In some cases the request for confirmation is enclosed with 
the cancelled checks and regular statement, but as many of 
these are bulky and are often delivered over the counter, the 
best practice is to send the requests for confirmation direct to 
the depositors. A list of the depositors and their balances 
should be prepared from the trial balance, and from this list 
the letters should be made up and sent to each depositor. In 
making up these letters the bank’s own staff should be utilized 
as much as possible, but before mailing them the examiner 
should check all letters back against his list, and ascertain that 
the balances agree and that there is a letter for each account. 
After this has been done, the letters should be sealed and 
mailed by the examiner’s staff; this to prevent anyone from 
obtaining the request before it is mailed and forging a signa- 
ture to the confirmation. 

Another form of request for confirmation which is used in 
case the statement is not enclosed is shown in Figure 38. 

These, too, are printed on the bank’s letterhead, the names, 
addresses and balances being filled in as they are sent out. It 
saves time to have the letters printed, so that they may be 
used in window envelopes. Envelopes addressed to the exam- 
iners or a post-office box should be enclosed. In some cases 
the letter is changed, so that letters are only obtained from 
depositors, who have, or think they have, differences in their 
accounts, such as : 

If the balance is not correct, please inform our examiners 
in the enclosed envelope, stating the nature of the difference. 

If you do not advise to the contrary, within 10 days, it will 
be assumed that the account is correct. 
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This, of course, reduces the work of the examiner con- 
siderably, but many persons are careless about such things and 
do not reply because they have forgotten about it, or do not 
take the trouble to check their account. Again it is possible 
that the requests for confirmation to accounts which have been 
manipulated, may never reach the depositor. It would seem 
as though a verification carried this far should not be left in 
mid-air, but should be carried through to completion by obtain- 
ing replies from all depositors, whether their accounts are 
correct or not. 


Dear Sir: 

To assist our examiners, John Doe & Co., who are making 
their regular examination of our bank for the directors, a 
confirmation of the balance in your deposit account at the close 
of business on August 31, 19—, is requested. 

Separately you have received your regular monthly state- 

ment showing a balance of $ Will you please 

advise us, whether or not this amount agrees with your records, 
after the account is reconciled? 

As this examination is being made for our mutual protection, 
an early reply will be greatly appreciated. A stamped en- 
velope is enclosed for your reply. 

Very truly yours, 

First National Bank 


Cashier 


The balance shown is correct; with the following exceptions 
(if no exceptions so state) : 


Official Signature of Depositor 


Figure 38. Request for Confirmation of Depositor’s Account — Without 

Statement 

Still another method and one which seems to meet with 
wide approval is one in which the examiners as such are not 
mentioned in the requests for confirmation. A list is prepared 
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in the manner outlined but the request for verification is sent 
out on the bank's letterhead signed by one of the directors, 
with an envelope addressed to this man at a post-office box. 
The key to this box is retained by the examiner, who will 
receive all the replies that are mailed to that address. From 
the request to the depositor it appears that the examination 
is being made by the directors, as a regular feature of their 
examination. Through this means a complete verification may 
be accomplished without alarming anyone. The letter usually 
takes the form shown in Figure 39. 


Dear Sir: 

At a meeting of the directors held on the 

undersigned was appointed chairman of an auditing committee 
for the purpose of verifying the deposits shown on our books. 

Separately you have received your regular monthly state- 
ment which showed a balance of $ as of the close 

of business August 31, 19—-. Please advise us in the enclosed 
envelope, if after reconciling, this balance agrees with that 
shown on your records. 

An early reply in the enclosed envelope will facilitate our 
work and will be greatly appreciated. 

Very truly yours. 

First National Bank 


Chairman 

Auditing Committee 


The balance shown on my statement is correct with the 
following exceptions (if no exceptions so state) : 


Official Signature of Depositor 


Figure 39. Request for Confirmation of Depositor’s Account — Sent as from 

the Directors 

In all of these requests the part of the letter requesting 
signed confirmation should not be perforated. It can be, but 
in that event the accounts must be numbered, and this number 
placed on the stub, so that when the stub is returned, it will 
be known to which account it should apply. Sometimes con- 






210 


BANK AUDITS AND EXAMINATIONS 


£Ch. is 


siderable labor can be saved by having the bank run off an 
extra set of statements showing only the beginning balance as 
carried over from the close of the preceding month. Then, 
by means of a rubber stamp containing a request for verifica- 
tion which is stamped on the face of the blank statement, 
considerable addressing and writing in of balances may be 
saved. 

Monthly Verification Now Being Made by Some Banks. 
— Some of the larger banks which have their own internal 
auditor, obtain or at least make a request for a signed state- 
ment of the depositor’s approval of the statement sent to him 
monthly. In such cases, if the procedure is carried out con- 
sistently and an attempt made to secure signed statements 
from all depositors at certain times, the examiner need not 
concern himself with this phase of the work. 

Checking Out Replies Received — As replies are received 
from depositors they should be checked against the list pre- 
viously prepared. Replies will not be received from the entire 
list on the first request, and it may be necessary to send two 
or three follow-up letters, before getting all replies. The 
examiner should keep at it, however, until he gets replies from 
all depositors, or else turn over to the directors, for their 
further attention, a list of the accounts on which confirmations 
have not been received. 

Many business men, in replying seem to forget that the 
balance on their books and the balance on the bank’s books will 
not agree, but must be reconciled. As a result some startling 
differences may be reported on the first request. These should 
be investigated and if the original balance is found to be 
correct, confirmation obtained in the usual manner. 

Again it will be found that despite plain instructions to 
the contrary, a number of depositors will bring in or send 
in their signed statements to the bank, instead of to the 
examiner or a post-office box. In such cases a nicely worded 
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letter explaining the necessity of obtaining a direct verification 
should produce a reply which will be satisfactory. Otherwise, 
it would be possible for the person in the bank who received 
the confirmation from the customer, to change it, if it showed 
any differences, making some plausible excuse to the customer. 

There is a great deal of detailed work attached to the 
proper verification of deposits, but the results obtained are 
well worth while, although proper internal control is less 
arduous and insures protection at all times. 

Accounts Not Covered by Direct Verification If direct 

verification is resorted to, it will provide a means of verifying 
completely all the depositors’ accounts which the examiner 
has inspected, but if there are other accounts which have been 
abstracted from the ledgers, and which the examiner does not 
have on his list, he will not know of their existence. Conse- 
quently, he will not be able to verify them. To guard against 
this possibility, the examiner should review the routine being 
followed by the bank to see if accounts could be abstracted 
without being noticed, or deposits received without being 
recorded. In any number of cases either practice is possible. 

If the ledger sheets are numbered for control purposes so 
that a record is kept of the number of sheets or accounts which 
should be in the depositors’ ledgers, the number of sheets which 
should be in the current ledger can be ascertained. But this 
would not be infallible in the case of a small bank, where the 
cashier or treasurer might have control of the ledger sheets 
and at the same time be in a position to change and transfer 
accounts as he wished. 

In larger banks the accounts are usually kept in duplicate, 
one being prepared as the bank’s record of the account, and 
the other as a statement to be sent to the customer at the 
end of the month. Before sending out the statements, and 
sometimes daily, the two records are compared and any differ- 
ences investigated. This has the effect of one checking against 
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the other, as the records are prepared and kept independently 
of each other. Such a plan usually prevents errors, and as the 
same posting data has to pass through the hands of a number 
of different persons, that which is posted to one record will be 
posted to the other. 

The Examiner as a Statement Clerk. — It is the practice 
of some examiners to station an assistant at the statement 
window to deliver personally all statements, as they are called 
for by customers, and deliver at the same time a request for 
confirmation to be sent to the examiner. However, the 
assistant cannot be expected to know the customers of the bank 
and it would be an easy matter for an unauthorized person to 
obtain a statement, change it and then transmit it to the cus- 
tomer. It is the practice of an increasing number of banks 
to mail out all statements. If confirmations are requested by 
the examiner, the letters requesting confirmation should be 
mailed, as this is the only way in which the examiner can be 
certain that his request is reaching the customer. 

When Pass Books Are in Use. — Most banks use pass 
books only for the purpose of entering deposits, a monthly 
statement showing deposits and withdrawals being submitted 
to the customer, but there are a number which still use the 
pass book for settlement purposes. In such cases it is the 
custom of some examiners to check all pass books which may 
be found in the bank at the time the examination is started. 
After they have been balanced, they are obtained by the 
examiner and compared with the ledger account. This com- 
parison covers not only the checking of the balance at the end, 
but also an inspection of the deposits and withdrawals, to 
ascertain that those recorded on the bank’s records agree with 
those shown in the depositor’s pass book. The same procedure 
is also applied to other books which may be left for settlement 
during the course of the examiner’s work. It will be found 
that very few pass books will be on hand and that the number 
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which can be verified in this manner is very small when com- 
pared with the total number of accounts carried. If the 
examination is started at the end of the month, there will of 
course be a considerable number of pass books on hand, but 
if they are to be examined in the detailed manner mentioned 
a great amount of time will have to be spent on this phase of 
the work, time which could be spent more profitably in a 
verification by direct correspondence. Where it is only possible 
to examine a few pass books, the value of this procedure is 
questionable from the viewpoint of verification, although it has 
a certain moral effect on the clerical force. 

Complete Verification of Pass Books A complete verifi- 

cation of the deposits in a bank where pass books are used 
will be found more difficult to accomplish than if statements 
were in use. It is first necessary to issue a call for all pass 
books, which call should be made by the bank. As the pass 
books are received, they are balanced by the bank’s staff, and 
then taken into custody by the examiner. He compares and 
checks them to the ledger account and prepares a list showing 
the name of the depositor and the balance, as well as the date 
of the balance. Usually it will be found that not all the pass 
books will be balanced as of the same date, although this should 
be done if possible; consequently a total of the balances as 
taken from the balanced pass books will not equal the balance 
in the controlling account. In such cases, it is generally best 
to prepare a trial balance of the accounts as taken from the 
ledger, the same as for the statement verification, and provide 
an extra column in which to insert the balance shown in the 
pass book. Then when the pass book is checked against the 
ledger account, the transactions subsequent to the date of the 
trial balance should receive extra attention. This will deter- 
mine that the accounts are in agreement, and at the same time 
provides a list of balances which the depositors may confirm. 

After checking the pass books, they are returned to the 
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bank’s staff for delivery to the depositors. A request for 
confirmation is then prepared from the list of books examined 
or from the trial balance, which is mailed by the examiner to 
all depositors. In either case the balance on which confirma- 
tion is requested is the balance shown in the pass book. The 
bank’s force should be utilized where possible in the prepara- 
tion of these requests, but the usual precautions should be taken 
to prevent anyone tampering with the statements after they 
have been checked and before they have been mailed, and to 
prevent anyone from forging a confirmation. The form of 
confirmation may be similar to that shown for use in connec- 
tion with statements, and may or may not be on the bank’s 
letterheads. It is preferable for the examiner to use envelopes 
with a return address other than that of the bank, either his 
own office or a post-office box; otherwise those returned for 
wrong or insufficient address will be sent back to the bank. It 
may be that an incorrect address has been purposely placed on 
the account, so that the depositor will not reecive the request. 

In checking out the confirmations received, the same 
routine should be followed as outlined for the verification of 
accounts where statements are in use. Accounts on which it 
is impossible to obtain verification should be listed and sub- 
mitted to the directors for further action. If the confirmations 
are late in returning, it is sometimes best to submit the general 
report of the examination at once, and supplement it with a 
report on the deposits when all or nearly all depositors have 
been heard from. 

Inactive or Dormant Accounts. — There are certain ac- 
counts in all banks which tend to become inactive over a period 
of years. Sometimes these accounts -have fairly large balances, 
sometimes small amounts consisting of forgotten balances, but 
in any case they are dangerous, even when a complete system 
of check and safeguard has been put into effect for the deposits 
as a whole. The clerk in charge of that part of the ledger 
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which may contain certain inactive accounts may notice their 
inactivity, and through himself or another person open a 
“dummy” account under some name, so that it will be kept in 
the same tray or ledger with the inactive account. At intervals 
checks are presented for larger amounts than the balance 
carried in the dummy account. They are paid, but are charged 
against some one of the inactive accounts, after which they are 
destroyed. When a statement is called for on the account 
which has been falsely charged, the false checks are transferred 
to another account, and so on, until the amount which is being 
manipulated gets so large as to be noticed. In the meantime, 
a great many things may happen and a heavy loss may occur, 
if accounts are selected for manipulation which are seldom if 
ever checked up. 

Some banks, realizing the danger, segregate all the inactive 
accounts and keep them under the guardianship of one of the 
officers. All charges to this group of accounts are required 
to be approved by this officer, and at intervals he reviews the 
accounts to see that only the charges which he has authorized 
have been made. 

If these inactive accounts are kept separately under the 
control of an official, they should be verified by correspondence 
with the depositor, if at all possible, regardless of how the 
other accounts are verified. . Officers are not immune against 
temptation, and nothing can be taken for granted in examining 
a financial institution. In many instances the accounts in this 
group will consist of accounts with persons who have disap- 
peared; travelers, trust funds, funds of various inactive organi- 
zations, etc., and many of the requests for verification will 
probably be returned with the notation “wrong address,” 
“insufficient address,” “not known,” etc. In the case of such 
accounts, as the depositor is not available there should not have 
been any charges against the account of any recent dating. 
Any charges or changes that have been made to the accounts 
should be inspected and should be supported by checks or other 
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data, which should be passed upon by an official acquainted 
with the signatures, other than the officer in charge. 

Accounts on which it is possible to secure a signed con- 
firmation would not need any detailed checking. 

Inactive Accounts Which Have Been Closed If exami- 

nations are being made from time to time of the same bank, 
it is a good plan on the first examination to compile a detailed 
list of the accounts in this group, showing the name of the 
depositor and the balance, allowing columns, so that the 
balances at subsequent examinations may be inserted. If this 
schedule is filled out at each examination a review of it will 
show accounts which have been closed out since the last exami- 
nation, which otherwise might be overlooked. It would be an 
easy matter for the person in charge of these accounts to make 
charges against the accounts of persons who he 'knows cannot 
be located. For example, if Henry Smithers’ account showed 
a balance of, say, $1,100, the balance remaining unchanged 
over a period of three or four years, and all correspondence 
sent to him at the given address was returned undelivered, a 
check for the amount of the balance might be forged and 
presented for payment. It would naturally be approved and 
paid by the bank, and the account would be balanced and closed. 
The account would be removed from the current ledger or 
tray, and the fact that such an account had been closed out 
would not come to the attention of the examiner. If Henry 
Smithers was dead or missing the manipulation would never 
be found out. 

Separate Controlling Account A separate controlling 

account, not necessarily in the general ledger, should be carried 
on this group of accounts. This will permit of balancing this 
section of the depositors ledgers independently of the others 
and will help to localize errors, as well as prevent accounts 
being taken from it indiscriminately. If the control is not 
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carried in the general ledger, it should be maintained by the 
officer in charge of these accounts. 

Where Direct Verification Is Impossible. — If for any 
reason it is impossible to request direct confirmation of this 
group of accounts, all charges and credits for the period under 
review should be checked against authorized supporting data. 
This may seem like a great deal of work, and it is, but under 
the circumstances there is nothing else that can be done. 

When Inactive Accounts Are Not Segregated. — If the 
inactive accounts are not kept separately, there is little that 
the examiner can do. An inspection of the individual accounts 
will show the accounts which do not display any activity, but 
the accounts which the examiner should scrutinize are those 
which have against them unauthorized charges that cause them 
to show activity. The examiner, however, has no way of 
knowing which they are. If confirmations are requested on all 
accounts this would tend to verify such accounts, and in this 
connection accounts on which the examiner’s letters are 
returned undelivered should be carefully scrutinized. Any 
recent charges should be supported by checks which should be 
examined and passed upon by one of the officers. 

When inactive accounts are kept in this manner, merged 
in with other accounts, it is possible for clerks or those in 
charge to remove and destroy enough of these inactive accounts 
to cover up a shortage. When covered up in this manner, it 
would be impossible to find the shortage until the persons who 
carried the accounts which were destroyed presented their 
claims. If they were dead, it might never be found out. 

Where conditions of this kind exist, the examiner should 
suggest that all inactive accounts be segregated and placed 
under a separate control, and kept there until they become 
active again. Accounts having small balances of odd cents, 
or of a few dollars, should be closed into one account, showing 
the name of each depositor. This should be held for a reason- 
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able time and then closed out or allowed to revert to the state 
as the law may provide. 

Accounts o£ the Bank Carried in the Deposit Ledgers. — 
It is the practice of some banks to carry in their depositors 
ledgers a number of accounts which should more properly be 
carried in the general ledger. These usually consist of accounts 
with certificates of deposit, cashier’s or treasurer’s checks, 
certified checks, etc. In some cases the income account of 
certain departments of the bank, trust department, or real estate 
department, as well as accounts with other banks and money 
borrowed from them, are also carried in this manner. 

When this practice is found, it should be severely criticized. 
In the first place, the accounts enumerated should be separately 
controlled; secondly, when carried in this way they permit of 
unauthorized charges to these accounts, and finally a statement 
of condition as taken from the general ledger does not show 
the true facts of the bank’s liabilities. The examiner should 
recommend that these be removed from the depositors ledgers 
to the general ledger, and that income accounts be periodically 
transferred to the general ledger. 

Accounts due to other banks should be deducted from the 
deposits as they appear and set up as a separate item on the 
statement of condition as prepared by the examiner. The 
same thing should be done with certificates of deposit, cashier’s 
checks, etc. The verification of these accounts is discussed 
elsewhere, but when they are kept in this manner with the 
individual accounts, care should be taken to see that all charges 
made against these accounts are supported by cancelled checks 
or certificates as the case may be. It is sometimes an easy 
matter in banks, which handle their accounts in this manner, 
to charge as “paid” items which have not been paid, but which 
have been outstanding for some time, in an effort to cover up 
a shortage. 

Income accounts carried in the ledgers should be trans- 
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ferred periodically to the general ledger. The examiner must 
consider the balances in any such accounts, less outstanding 
checks, as part of undivided profits accounts. Some banks 
carry all excess earnings in this manner, not showing them in 
their profit and loss account, or in the undivided profits, until 
two or three years later. Thus if the earnings for a particular 
period in the trust department amounted to $50,000, only 
$30,000 might be transferred to undivided profits, the balance 
would be carried as a deposit liability. The following year 
the actual earnings might only amount to $20,000, but $30,000 
would again be transferred to undivided profits accounts. As 
a means of leveling out earnings over a period of years this 
plan has certain advantages, but the same results can be 
obtained by carrying the portion which it is not desired to 
show as part of the profits as a reserve which may be increased 
or decreased in subsequent periods. This has the advantage 
of showing the directors and stockholders just what the earn- 
ings are, for sometimes even a majority of the directors are 
in ignorance of the fact that the income account is being 
treated in this manner. In some cases this practice has been 
followed deliberately for the purpose of concealing income, 
so that an income tax would not be paid on it, but as the rate 
of income tax is not apt to vary very much from year to year, 
this is no longer a factor. Another disadvantage of carrying 
income accounts in this way, is that over a period of years 
the balance will very likely be a collection of balances carried 
over and it may be possible for someone in the bank to take 
out a portion of the profits which have been concealed, for his 
own use. All charges to these accounts should be verified by 
an inspection of the cancelled checks, and transfers to other 
accounts should be traced through. 

In one case the profits on sales of certain properties were 
carried in the individual ledgers and when these profits were 
used to purchase another property, the funds were paid out, 
the account was closed, but no record was made on the books 
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of the fact that this other property had been purchased. This 
was clearly an irregularity and was treated accordingly, but 
the minor officials and clerks knew of this manipulation, which 
was made primarily to escape taxation, and it created in their 
minds the idea that maybe accounts need not be kept as straight 
as they thought they should, with the result that two of them 
were later found short in their accounts. 

Cross-Entries — It is the custom in some banks to permit 
cross-entries from one account to another, without passing 
them through the general books. This is done particularly in 
the case of the correction of errors, but also in the case of 
transfers from one account to another. Such a practice is 
fraught with danger for the bank and should be condemned, 
for it permits the ledgers’ to be manipulated very neatly. No 
entries should be permitted except through means of properly 
approved memoranda, even in the case of correction of errors. 

The accounts may be scrutinized to observe if cross-entries 
are permitted, but usually more information can be obtained 
by talking to the clerks who operate the ledgers. Tests may 
be made of certain entries, but if the accounts are confirmed 
by the depositors this is not necessary, although if the practice 
is permitted, a recommendation should be made that it be 
stopped. 

Overdrafts. — During the listing of the accounts all those 
showing a red balance, that is, overdrawn balances, should be 
segregated and a schedule prepared as shown in Figure 40, 
on page 221. 

The disposition of each overdraft permitted or allowed by 
the bank should be noted. Small overdrafts are ordinarily 
made good the following day on which they are created, but 
often there are others which may be carried along for weeks 
at a time. 

An Overdraft Is a Loan — An overdraft is really an unse- 
cured loan and should be so considered by the examiner. A 
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separate account is not maintained for them in the general 
ledger, for as noted previously, they represent depositors’ 
accounts with a debit balance instead of a credit one. The 
balance in the controlling account represents net deposits after 
deducting all debits, therefore, in setting up a statement of 
condition, the amount of overdrafts must be ascertained, added 
to the deposits, and set up as asset. It should be observed 
that the amount of overdrafts is obtained as of the date of the 
examination, not as of the date of the trial balance of the 
individual accounts. 


Name of Bank 

Location 

Date 

OVERDRAFTS 

Account 

Date of 
Overdraft 

Amount 

Disposition 






Figure 40. Schedule of Overdrafts 


The Policy of the Bank Should Be Determined The 

policy of the bank in connection with overdrafts should be 
determined; that is to say, it should be made clear whether 
overdrafts are habitually granted in all cases, or whether care 
is used in permitting them. In many instances overdrafts are 
caused by errors or delays in the mail, and not to permit such 
overdrafts would cause considerable annoyance and trouble to 
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the customer. In other cases, however, they are permitted with 
the knowledge in mind that the depositor cannot cover them 
immediately. Sometimes this is done with the approval of 
directors, but more often not. 

It is interesting, where previous examinations have been 
made, to compare the overdrafts as compiled by the examiner 
at each examination. In this way some of the accounts which 
have habitual overdrafts may be found. The bank for its own 
information should maintain a permanent record of all over- 
drafts. If this record is properly and completely kept, an 
inspection of it will show all those accounts which are habitu- 
ally overdrawn. Although, if the officers are desirous of doing 
so, they can keep certain names from this list. 

The examiner should ascertain whether the authority to 
grant overdrafts is reserved to some person with responsibility, 
and whether all overdrafts are approved by one of the officials 
daily. 

It has become the practice in some banks to permit over- 
drafts on the accounts carried by companies in which the 
directors or officers are interested. Often such companies in 
this way obtain loans in excess of the legal limit, if the over- 
drafts carried are added to their regular borrowings. As noted 
in the chapter on loans, all overdrafts of any consequence 
should be added to the loans, and the practice of permitting 
loans in this manner should be severely criticized. Again, it is 
the practice of some banks to hold checks as cash items for 
days at a time, so as not to show an overdraft in the depositors' 
accounts. This is not good banking practice and should be 
criticized. 

Secured and Unsecured Overdrafts. — In numerous in- 
stances when it is found that an overdraft cannot be covered 
by a deposit, security is demanded and received. This is good, 
but if the overdraft is to continue for some time, as it gen- 
erally does when security is furnished, it is much better to 
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put the overdraft into a regular loan form, with the security 
as collateral. In other cases, the overdraft cannot be secured 
and the possibility of loss on these items should be ascertained. 
If necessary a reserve should be provided for that purpose, 
even though the overdraft on which the loss is anticipated 
is of recent dating. 

As a rule it will be found that the danger to banks does 
not consist of overdrafts to regular depositors but those made 
to companies in which officers or directors are interested, or to 
which they are very friendly. 

In reporting on overdrafts a list should be prepared show- 
ing all those over a certain amount, depending on the size of 
the bank, and all those which have been in existence for any 
length of time, large or small. The portion which is secured, 
and the anticipated loss on the unsecured portion, should also 
be shown. 



CHAPTER XVI 

SAVINGS AND OTHER DEPOSITS 


The complete verification of savings accounts is not always 
feasible. This is due to a number of causes. Pass books are 
used and in many instances these are presented for balancing 
at infrequent intervals. Again there are many persons having 
savings accounts w T ho are not in a position to comprehend 
the significance of an audit, particularly foreigners. They are 
apt to misunderstand any steps that might be taken to secure 
from them direct confirmation of their balances. 

The examiner’s principal operation and sometimes the only 
one will be the taking off of a trial balance and a comparison 
of the totals with the controlling account or accounts. As a 
rule savings accounts are numbered, pass books being issued 
with corresponding numbers, and subsidiary controls -are 
maintained on groups of 500 or 1,000 accounts or more, 
depending on the size of the bank and the method of keeping 
them. In running the trial balances the examiner should make 
a complete record of the operation for his own working papers, 
similar to the following: 


No. of 
Ledger 

Total 
of Run 

Controlling 

Account 

Difference 

Run By 

Checked 

By 
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This will enable him to place the responsibility, should 
other errors and differences be found later. If the run is 
made on any other date than as of the date of the examination, 
the total should be reconciled back to the balance shown in 
the general ledger, at the time the examination was started. 
However, if the department is arranged in such a manner 
that manipulation of the ledgers is impossible, this would not 
be necessary. As noted in the comments on the listing of the 
Commercial Accounts, the bank’s staff may be used in listing 
the accounts, but if so, the accounts should be checked back 
by the examiner and his assistants, who should also refoot them. 

Inspection of Pass Books — Interest is usually credited 
twice a year and at such times depositors are requested to 
bring in their pass books, so that the interest may be entered 
in their books. A great many of the depositors, though not 
all, do this. If the examination is being made at such times, 
an assistant should be stationed at the window at which pass 
books are returned to depositors, to inspect all pass books and 
compare them with the ledger accounts, as they are handed 
to the depositors. A special mark is made on the ledger 
account or a list is prepared of all those examined. In this 
way a large portion of the accounts may be verified with very 
little trouble. If the internal routine is not very good, it is 
usually advisable to attempt to secure confirmation on the 
accounts not verified, but the results are not always satisfactory. 

Calling in Pasfe Books. — At times it may be advisable to 
issue a special call for all pass books, but except in the case of 
savings departments in commercial banks these occasions will 
be few and far between. The objection, which is well founded, 
• is that the calling in of the books will be misunderstood and 
cause damage to the standing and reputation of the bank among 
its customers. Sometimes a special call is made to coincide 
with the interest period, so that some of the books which are 
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not usually brought in, will be submitted for balancing at that 
time. 

The Internal Routine. — Most savings banks and highly 
developed savings departments of commercial banks protect 
themselves to a great extent, by the use of an internal routine 
that will prevent errors and defalcations. The opportunities 
for manipulation are generally recognized, and as a result the 
operating routine in these departments has received more 
attention than that in connection with the handling of com- 
mercial accounts. The examiner should not, however, take 
this for granted, but should review the method in use and 
criticize it from a constructive viewpoint. The fact that a 
good routine is in effect is the principal reason why the exam- 
iner can limit his work to the taking and checking of a trial 
balance of the accounts, without further verification. 

Savings Departments of Commercial Banks — In commer- 
cial banks, it will often be found that the savings accounts are 
handled in the same manner as commercial accounts, and that 
no extra precautions are taken to prevent errors or defalca- 
tions. This makes for speed and service, but at the expense 
of safety. In such cases, a call for all pass books is desirable 
and possible. The depositors are usually of a different type 
and they can readily understand the need for an inspection 
of their books. 

Dormant Accounts — Inactive and dormant savings ac- 
counts should receive the same attention and inspection as 
noted for inactive commercial accounts. They are or should 
be placed, like inactive commercial accounts, under the super- 
vision of an officer, who should approve all withdrawals. In 
most cases the account is placed in a special file and the officer 
gets a verification from the customer of the correctness of 
the balance, before permitting the withdrawal. 
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Special Savings Accounts — Many commercial banks have 
a form of special savings accounts, on which a lower rate of 
interest is paid, but on which a certain number of checks can 
be drawn each month. These accounts are usually kept in the 
same manner as commercial accounts, that is, in statement 
form, and their verification can be made in the manner indi- 
cated for commercial accounts. The status of these accounts 
for reserve purposes, i.e., whether they are to be considered 
demand or time liabilities, should be ascertained. Quite often 
they might be considered as time deposits under state laws, 
but demand deposits under the rulings of the Federal Reserve 
Board. 

Interest on Commercial Deposits — If interest is paid on 
commercial accounts, it is usually credited to the customer’s 
account at the end of each month; in other cases, it is credited 
twice a year. If paid only twice a year, it may be that a con- 
siderable liability exists at the time of the examination for 
interest accrued but not due on deposits. If this is so, the 
liability should be ascertained and a reserve provided for that 
purpose. 

The easiest method of ascertaining this liability is on the 
basis of the average deposits for the period and the average 
interest rate — not the actual interest rate, but the average rate. 
For instance, it may be found that 2% is paid on commercial 
accounts under certain conditions, but that the average rate 
paid on all deposits in this class, was only 1.60%. This latter 
rate is the one that should be used to measure the amount of 
the reserve that should be set up. The average deposits can 
be obtained by listing the daily balances in the general ledger 
controlling account and dividing this total by* the number of 
days in the period. 

If interest is credited to the accounts monthly, it may not 
be necessary to provide a reserve for accrued interest, for the 
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liability for the portion of the month on which interest is to 
be accrued may be too small to be of any consequence. 

Banks which have in effect a system of account analysis 
and only allow interest when the account has been profitable 
present no difficulties in setting up a reserve for interest due. 
It can be computed on the basis of the average interest paid 
for preceding periods. 

Verification of Interest Expense. — Aside from using it as 
the basis on which to set up the liability for interest accrued, 
the average interest rate is of use in checking the interest 
actually paid. Interest on deposits is one of the largest factors 
of expense and it has become even more important during the 
last few years. In most banks it will be found that interest 
paid to depositors is equal to at least 30% of the total amount 
collected by the bank for services and interest. This, then, 
is manifestly an item worthy of attention, although it is impos- 
sible for the examiner to check the interest paid. About all 
that he can do is to ascertain the average interest rate in 
previous periods and compare it with that which has been 
paid for the current period. In addition the computation on 
a number of accounts should be verified, as a test of the general 
accuracy. Of course, the use of averages has certain limita- 
tions, which must be recognized, but if there are any startling 
changes in the interest rates from period to period, they should 
be investigated. One of the methods used to cover up short- 
ages is to charge them against earnings or interest expense, 
and the use of the average rate will sometimes uncover this. 

The procedure in use in calculating and crediting interest 
to the accounts should be reviewed, to see what steps have 
been taken to prevent errors. If available the totals of items 
credited to individual accounts should be refooted, unless they 
have been checked by someone in the bank. 

If a system of daily accruals is in effect interest expense 
is computed daily, against which interest as paid is charged, 
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and the examiner would not have to concern himself with the 
computation of the liability for accrued interest, nor the verifi- 
cation of interest paid. He should, however, review the system 
of accruals to see that it does reflect the figures it is supposed to. 

Interest paid on savings and commercial accounts, as well 
as other forms of deposit liability, should be kept separate in 
the accounts of the bank, and such a practice enables the items 
to be compared from period to period, and to ascertain average 
rates, which as noted previously are of value in checking the 
totals. In many banks, however, all interest is charged to one 
account, “Interest Paid,” which makes it impossible to check 
the account, without first making an analysis of it, and time 
does not always permit of this. 

Interest on Savings Accounts. — In the case of savings 
accounts, a reserve for accrued interest will always be neces- 
sary unless the visit of the examiner coincides with the close 
of the interest period. The amount of the reserve should be 
computed in the same manner as that outlined for commercial 
accounts, on the basis of the average interest rate and the aver- 
age deposits. Most savings departments and savings banks 
have various rules, which tend to reduce the actual rate of 
interest, if withdrawals are made, so that better results are 
obtained if the average rate is used to obtain or measure the 
adequacy of the interest reserve on savings accounts. 

In some instances it will be found that a memoranda col- 
umn is carried on all savings accounts, and that the interest 
is figured on the account every time a deposit or withdrawal 
is made. Where this condition is found, the exact liability can 
be obtained by obtaining the total of these memoranda columns. 

While some banks credit interest to savings accounts every 
six months, even though the pass book is not presented, other 
banks do not credit interest until requested to do so by the 
depositor. In such a case, if a depositor does not bring in his 
pass book and request a credit for interest, he will not get it. 
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In the meantime the bank does not consider the interest as an 
expense until actually paid. In a large bank it may be that 
a liability of $40,000 or $50,000 may be concealed in this 
manner. The examiner should ascertain whether interest is 
credited to all accounts periodically. If not, he should satisfy 
himself that the reserve for interest is sufficient to liquidate 
not only the liability for interest on the current period, but 
also that of the previous periods, which may be unpaid. 

In one instance it was necessary to go back eight years to 
the time when the practice was first started, figure the average 
deposits for each year and the interest that should have been 
paid based on the average interest rate, and against these apply 
the interest actually paid, the net difference representing the 
liability for unpaid interest. 

This practice of not crediting the interest should be criti- 
cized especially where a reserve is not carried for the back 
interest, as it has the effect of overstating the earnings for a 
particular period and understating the liabilities at all times. 

Christmas and Savings Clubs. — Most banks have some 
form of vacation, Christmas or travel clubs, in which a certain 
amount is deposited or paid in periodically for a certain length 
of time. Individually the amount deposited is small, but in 
the aggregate it often amounts to many thousands and in 
some cases hundreds of thousands of dollars. On account 
of the small individual deposits, these savings clubs are not 
always given the attention they deserve; either by the bank 
in safeguarding themselves or by the examiner to ascertain 
that the complete liability is shown. 

Various methods are in use to record the liability of the 
bank in this connection. That most commonly used is some 
form of a card in duplicate, one copy to be retained by the 
bank and the .other kept by the depositor. When payments 
are made the two cards are obtained and placed together, at 
which time a hole is • punched through both cards for the 
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amount of the payment made. The cards held by the bank 
are filed in numerical order, under groups representing the 
amount of the periodic payment, thus $.50, $1, etc. In some 
cases, particularly in the case of vacation and travel clubs, 
small pass books and a ledger card are used to record deposits 
as made. At the end of the year, in the case of Christmas 
clubs, checks are sent out to depositors in payment of deposits 
and such interest as they may be entitled to. In the case of 
other forms of savings clubs, special arrangements are made 
for withdrawals at various times. 

Listing Accounts— All cards or accounts held by the club 
teller should be listed and then checked back against the cards 
or accounts. The original listing may be made by the clerk in 
charge of the cards or accounts, who is usually the teller who 
also receives the deposits, but the checking back should be 
done entirely by the examiners. There are often numerous 
differences to be checked out, because of the manner in which 
the cards are punched and kept, but in most cases it is best to 
check and recheck until the list is approximately correct. Of 
course, the total of the cards should agree with the balance 
of the controlling account in the general ledger. Usually a 
separate control is carried on each form of club and for each 
year of a Christmas club. Generally, there are uncalled for 
deposits to be carried forward from year to year on the 
Christmas clubs. 

In some cases it will be found that all such clubs, both for 
current years and past years, are carried in the regular depos- 
itors ledgers, without separate controls. This practice should 
be criticized, for it does not provide a direct control over them, 
and makes it possible for the clerk in charge of the ledgers 
to post items against clubs of former years without much 
danger of detection. Under some conditions it is possible also 
to manipulate the current accounts, without detection, until 
the end of the year. 
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The examiner should recommend that separate controlling 
accounts be provided on each form of club and that they be 
carried in the general ledger. The controlling accounts of 
clubs of former years should be reviewed to see if any large 
items have been charged against them during the period under 
audit, and also to see if small consistent charges have been 
made against them. In either case the cancelled check sent 
in payment of the account should be examined and if necessary 
verified by direct correspondence. 

Usually it is not practical to check back the cancelled checks 
sent in payment of Christmas club deposits, for the examiner 
would have no way of ascertaining the authenticity of endorse- 
ments. He should, however, ascertain the procedure followed 
in issuing the checks, to determine whether it would be possible 
for the teller who has charge of the accounts all during the 
year to abstract, before mailing, checks covering accounts on 
which payments have not been kept up to date. In a large 
group of depositors, such as that which forms most Christmas 
clubs, persons are apt to die, move away, or even forget the 
early deposits they have made. In some cases it would be an 
easy matter for the teller who is acquainted with the status of 
the accounts to abstract these checks, keep them for a time, 
and if no claim is presented by the depositor, gradually cash 
them for his own benefit. 

It should also be observed that the cards in each group 
run in consecutive order, with the exception of spoiled cards 
which should be on hand, and that the unused cards are intact. 
This is done to find out, if cards have been issued, on which 
deposits are being made and pocketed by the teller, the card 
being kept out of the tray of current accounts and the deposits 
not being credited to the controlling account. 

Accrued Interest on Clubs. — If the aggregate amount on 
deposit in the form of savings clubs is considerable, a reserve 
for the interest to be paid at the end of the year or period 
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should be provided. This can very easily be done on the basis 
of the average balance, taken from the controlling account 
which shows the daily balance. 

School Savings Accounts. — These represent the savings 
of school children, which are usually in small amounts. In a 
number of cases an individual account is kept with each stu- 
dent, with separate controls according to teachers or schools. 
In most instances, however, accounts are kept only with each 
teacher or principal. The accounts with teachers or principals 
should be listed and the total should agree with the balance in 
the controlling account, which should be kept in the general 
ledger: If a separate account is kept with each student, it 
must be left to the discretion of the examiner, as to the neces- 
sity of listing all of these small accounts. 

It is a fact that the keeping of school savings accounts does 
not directly produce a profit, and very often the manner of 
keeping them is apt to cause an actual loss. When originally 
started a separate account was kept with each student, but 
many of these have been changed so that a separate account 
is kept only with each school. This has relieved the bank of 
much of the detail work and consequent expense. The exam- 
iner can often point out improvements which may be made 
to lessen the expense of carrying the accounts. 



CHAPTER XVII 

CERTIFICATES OF DEPOSIT 

Certificates of deposit, either of demand or time type, 
represent a form of deposit liability. While some banks issue 
very few of them, others issue very many. Because of their 
form and the methods which are generally in use in their 
issue, it is extremely difficult to determine exactly the bank's 
liability on such deposits. As a matter of fact, this can only 
be done when the certificate has been returned and paid by 
the bank. Consequently the examiner is almost forced to use 
the amounts reflected in the general books of the bank, but 
before doing so, he is required to make as complete an exam- 
ination of the records and internal routine as is possible. 

The Record of Certificates. — Certificates of deposit are 
usually bound in pads or books, having a stub on which to 
record the date, the name and address of the depositor, the 
amount for which the certificate is issued, the time in which 
payable if it is a time certificate and the interest rate if any. 
The custom is to maintain a register of certificates of deposit. 
The register is ruled to show the number of the certificate, 
name of depositor, amount of deposit, separated as to time 
and demand, and the interest rate, if any, and in addition 
spaces are provided on the side to show the date paid and 
similar information, which is inserted when the certificate is 
returned and paid. As all payments are supposed to be posted 
to this register, the items not marked “paid” represent the 
bank's liability on unpaid certificates, which should agree with 
the balance of the controlling account as carried in the general 
ledger, or elsewhere. When these records are properly used 
and controlled, they will reflect the exact liability of the bank, 
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but unfortunately, in a number of banks it will be found that 
they are not being so used. 

^^Certificates Outstanding at Beginning o£ Period. — To 
commence the examination of the certificates, the examiner 
should obtain from his working papers, if he has examined 
the bank previously, or from the files of the bank a list of 
the certificates of deposit, both time and demand, which were 
outstanding at the beginning date of the period covered by 
the current audit and examination. The list should show the 
certificate number, date, amount and name, and furnishes a 
starting point on which to base the verification of the trans- 
actions occurring during the period under review. This list 
should not be considered as final and correct. It may be that 
two years, or five years or even ten years previously the bank 
may have issued a certificate, the proceeds of which were 
pocketed by an official or employee. Until the certificate is 
presented for payment, the bank will not be aware of its 
liability. This may be the casejvith one item; it may be the* 
case with a hundred items. Then too, it may be that in previ- 
ous years certain certificates have been marked paid and 
dropped from the list, although they may be still unpaid and 
outstanding. In one case, the teller had been able to review 
the register of certificates of deposit and from it to obtain a 
number of certificates which had been outstanding for some 
time. As he needed cash he would take it and would report 
a certain certificate as being paid. As the methods in use were 
somewhat lax; he could do this without having to produce 
the paid certificate. His mere statement that he had filed it 
away, or destroyed it, was accepted as satisfactory. He had 
been able also to obtain a few blank certificates from a reserve 
supply of stationery and when it was absolutely necessary 
would fill out one of these, tearing off the place for the officer’s 
signature, claiming that this had been done to cancel it. This 
went on for some time, and occasionally a certificate was pre- 
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sented for payment which had previously been marked paid, 
which required the payment of some other certificate, so as to 
keep the records balanced. Eventually, the situation was 
uncovered by an examiner who checked through all the trans- 
actions for the period, but in the meantime the register of 
certificates of deposit had been adjusted so much, that it did 
not reflect anything. This same condition may exist in any 
bank which does not use care in recording the transactions of 
this department. 

Examination of Stubs — To continue with the examina- 
tion, the stubs of all certificates issued during the period should 
be obtained. The fact that all stubs have been obtained should 
not be taken for granted, it should be verified. If the stubs 
are numbered by the printer (not as they are issued) this can 
be done by comparing the beginning number on the stubs given 
by the teller, with the last number issued at the close of the 
preceding examination. In many cases, however, it will be 
• found that the stubs are not numbered, or that they are num- 
bered as used. Both these practices are very bad and make 
it impossible to ascertain if even all the stubs have been 
obtained. Under such conditions it would be extremely easy 
for a teller to issue a certificate and destroy the stub, pocketing 
the deposit. The fact that the certificate had been issued would 
not be known until it was presented for payment. Reserve 
supplies of stationery should also be examined, at the same 
time ascertaining what control, if any, is exercised over them, 
so as to make it impossible for a teller to secure a supply of 
certificates from a source which would not be discovered for 
a considerable period of time. 

Even at best, when the certificates are numbered and the 
examiner has satisfied himself that he has secured the stubs 
of all certificates issued, he is not in a position to ascertain 
the correct and exact liability of the bank, as the amounts 
appearing on the stubs may be wrong. 
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The Register of Certificates. — The stubs should, be 
checked back against their entry in the register, and in so doing 
it should be ascertained that there is an entry for each stub, 
or else that a voided certificate is submitted for any which 
may not be entered. Such voided certificates should be muti- 
lated when voided, so that it would be impossible for anyone 
to use them again. This operation proves that all stubs (which 
the examiner has secured) have been entered in the register. 
The footings of the register should be added and checked back 
against the credits made to the general ledger accounts. Per- 
haps the easiest way to vertify these credits would be to foot 
the entire register for the period being examined, then foot 
the credits as they appear in the controlling accounts in the 
general ledger for the same period, and compare one with the 
other. The two totals should agree. Unless there is an excel- 
lent system of internal control it is not sufficient to test the 
footings of the registers ; all items should be footed in detail. 

Verification of Paid Certificates. — The certificates which 
have been returned to the bank and paid during the period 
under review, should be obtained from the files, inspected to 
note that they have been properly mutilated, and checked back 
to the register to ascertain that they have been marked paid 
in the register. At the same time, it should be noted that the 
name, number, amount, and date which appear on the certifi- 
cate are the same as are shown on the register. Quite fre- 
quently a comparison of this kind is the means of uncovering 
a misappropriation of funds, which otherwise would not be 
known. Payments made should be checked to the controlling 
accounts. Perhaps the easiest manner in which to verify them 
would be to total the paid certificates on an adding machine, 
then total the charges in the general ledger accounts and com- 
pare the two. While the paid certificates are being inspected, 
all records should be kept in the custody of the examiner. In 
checking to the register a distinctive mark or color should be 
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used, which should be changed from examination to examina- 
tion so as to prevent anyone from imitating the marks. Before 
releasing the register, the examiner should note that all new 
entries and all payments including payments of certificates 
which were outstanding at the beginning of the period have 
been checked. 

Unpaid Items — By the procedure outlined in the preceding 
pages, an account will have been obtained from the general 
ledger which has been verified, as far as possible, for changes 
during the period and which reflects a certain liability on time 
and demand certificates of deposit. This liability should be 
supported in detail by the outstanding items which appear as 
unpaid on the registers. These unpaid items should be sched- 
uled for the working papers in some such form as shown in 
Figure 41. 


II 

Date 

Name 

Amount 

Time 

Demand 



• 




Figure 41. Schedule of Unpaid Certificates of Deposit 


If the outstanding items are very numerous separate sched- 
ules should be prepared for demand certificates and time cer- 
tificates. The total of the schedule or schedules should agree 
with the balance of the accounts in the general ledger. Some- 
times the controlling account is incorrectly included with the 
depositors' accounts. If the item is of importance the schedule 
can also sho'vy interest and non-interest bearing certificates. 
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General Ledger Account — At the same time the account 
in the general ledger should be scrutinized for any credits or 
any charges other than those which have been ascertained and 
checked from the registers and the certificates which were 
shown to have been paid during the period under audit. The 
examiner should, in effect, set up his own controlling account 
by the use of the figures which he has verified during the course 
Df the work, as follows : 

Beginning Balance, which was verified on previous examina- 
tions, to which should be added the 
New Certificates Issued, as obtained from the register 
footings and verified by the examiner. From the total 
of these two items should be deducted the 
Certificates Paid, as evidenced by the cancelled certificates 
on file as proven by the examiner, which should leave 
Balance at the end of period, which should agree with the 
balance shown in the controlling account as it appears 
in the general ledger or elsewhere. 

Such a control will determine quickly and definitely 
whether or not there were any unauthorized postings made to 
the accounts. 

In one instance the general ledger bookkeeper was in 1 col- 
lusion with the teller who issued the certificates, to their mutual 
profit. Their particular method of operating was to have the 
teller issue a certificate for say $6,000 but register it as $600. 
Until such time as the certificate was presented for payment, 
no change or manipulation was required on the books, as 
no one else in the bank, and not even an examiner, would be 
aware that the liability on the certificates . outstanding was 
understated. When the certificate was presented for payment, 
it would of course have to be paid as $6,000. This resulted 
in a charge to the controlling account of $6,000 to offset an 
item which had previously (at the time the certificate was 
issued) been posted as a credit to the account in the amount 
of $600. This would leave the account out of balance with 
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the outstanding items as they appeared in the register of cer- 
tificates of deposit, by the difference between the two items 
mentioned or $5,400. As it was expected that anyone exam- 
ining the bank would total the unpaid items as they appeared 
in the register and compare the total with the balance shown 
in the general ledger, the bookkeeper would make an arbitrary 
credit to the account of $5400. This would, of course, make 
the controlling account agree with the register, but the general 
ledger would be out of balance by $5,400. To adjust this, as 
he posted daily items of interest and discount, he would drop 
$100 or $1,000 as his judgment indicated, until he had dropped 
the amount required to make good the shortage which showed 
on the books. This practice went on for years, sometimes in 
small amounts and sometimes in large amounts, without dis- 
covery. The bank had no system of examination other than 
the usual directors’ examination and that by the governmental 
examiners. The bank examiners could not be criticized, as 
they made their examinations solely for the purpose of ascer- 
taining that the institution was solvent, and the time at their 
disposal did not allow them any time to ascertain if any of 
the employees were stealing the bank’s profits. The affair was 
finally uncovered when a complete examination of all transac- 
tions during a particular period was made. It was not discov- 
ered before that time because of the method or lack of method 
in issuing the certificates, because in prior examinations the 
paid certificates had not been completely checked and because 
the footings of the registers and general ledger income 
accounts were not checked in detail. 

The total amount shown on the schedule of unpaid certifi- 
cates of deposit will, of course, be the amount shown on the 
balance sheet of the bank to be prepared by the examiner, 
unless he has observed something which may have aroused his 
suspicions. In some cases, it may be desirable to confirm the 
items shown on this schedule by correspondence with the 
holders, but this will be found to be a very difficult task and 
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even when it is completed, one is not certain that the total is 
correct, for who will know how many certificates may have 
been issued and not recorded. 

Inspection of Methods in Use. — During the course of his 
work, the examiner should not confine his attention to the 
records alone, but should find out the routine followed in the 
issuance of these certificates and also whether there is any 
kind of internal routine. This information should be obtained 
through personal observation. It will not do to take the word 
of one of the officials or one of the tellers that the items are 
handled in a certain manner. It will be found that quite fre- 
quently a certain method is installed and for a while all items 
are handled in accordance with that method. But usually 
there is no one to follow these matters up and see that the 
original scheme is being adhered to ; someone soon discovers a 
short cut, which is put into effect either with or without the 
authorization of the proper official. Very often this so-called 
short cut changes a system which affords the bank a certain 
measure of control, into one which places the bank at the 
mercy of any dishonest person in its employ. 

From what has been said, it may be seen that all the check- 
ing in the world will not enable the examiner to obtain the 
true liability of the bank from this source, if a dishonest person 
has had an opportunity of manipulating the records. The only 
way to audit these records and to make certain that the liability 
on all certificates is recorded is to audit the transactions as 
they occur. To do this an effective method of internal control 
must be in use. It is the duty of the examiner to make certain 
that such a method is in use, or else bring the matter to the 
attention of the directors and show them how the matter can 
be properly controlled. 

Internal Control. — There are many ways of providing this 
control but conditions in each institution will have to govern 
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what parts should be used and to what extent. The basic 
points are: 

1. To have the certificate issued by one person. 

2. To have it countersigned by another person. 

3. To have it registered by still another person. 

The cash can be received by the person who issues the 
certificate, if the person who registers the certificate is placed 
beyond his control, and if it is made impossible for him to 
obtain access to the records. 

In a bank having an auditing department, the following 
plan has been used with great success. The certificates are 
bound in book form with duplicate stubs, numbered serially by 
the printer. One of the stubs is so arranged that it remains 
permanently in the binder. These permanent stubs remain in 
the custody of the teller who receives the cash and issues the 
certificate. The stubs are accessible to the auditor and the 
officials of the bank only. When a certificate is issued, the 
duplicate stub which is filled out by the teller is left attached 
and the depositor is instructed to take it to the registration 
clerk. This is usually the next window, and the papers can 
be passed through the cage, in this way the depositor will not 
be inconvenienced by going from window to window. The 
registration clerk will copy the serial number, date, name of 
depositor, address, name of the person to whom issued if other 
than the depositor, amount, time and interest rate if any. At 
the same time he will initial and approve the duplicate stub 
attached to the certificate, showing that the stub contains the 
same information which appears in the certificate and which 
he has entered in the register. This register should only be 
available to the auditor and certain bank officials. Each cer- 
tificate is required to have the signature of some official before 
becoming valid. Consequently when it has been registered the 
certificate with the duplicate stub still attached, should be 
returned to the depositor with instructions to take it to the 
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proper officer. This official should be stationed close to the 
registration clerk. When presented to the officer for signa- 
ture, he notes that the duplicate slip or stub contains the same 
information as is contained in the certificate and that both have 
been approved by the registration clerk. If everything is in 
order, he signs the certificate which is given to the depositor, 
initials the duplicate stub and places it in a locked box which 
is only accessible to the auditing department. This provides 
the auditing department with an independent record with which 
to compare the account as it will appear in the general ledger 
as taken from the register. In some cases, as a matter of 
convenience to customers, an official deals with the customer, 
and the various records are made by sending the cash and 
certificate through by means of messengers. 

In banks which do not have an auditing department, much 
the same benefit may be obtained by having certificates with 
single stubs (similar to check books). A teller receives the 
cash and issues the certificate, which is returned to the depositor 
with instructions to take it to the registration clerk. As he 
registers it he inserts his signature on the certificate in a space 
provided for that purpose. It is then sent to an officer for 
signature, who uses the registration clerk’s signature as his 
authority for signing the certificate. It is sometimes possible 
and advisable to have the register kept by the officer; the 
certificates being issued and under the control of one of the 
tellers. 

Accrued Interest on Certificates — The interest accrued 
but unpaid on certificates of deposit may or may not be an 
important item. It all depends on the number and amount of 
certificates outstanding and the length of time they have been 
outstanding. In the larger institutions which accrue their 
earnings and expenses daily or monthly this item will be prop- 
erly stated, but in other banks the examiner will have to decide 
for himself, whether or not it is an item of sufficient impor- 
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tance to call for long attention. Of course it is a liability and 
should be shown, but in the average banks there are many 
items of assets and liabilities, which are not taken into con- 
sideration when preparing a statement, and it appears to have 
become a custom to overlook the small items of accruals. If 
the item is small in comparison to others it may be safely 
overlooked. 

If it is decided to accrue the interest unpaid on certificates, 
this may or may not be a difficult piece of work. If the cer- 
tificates have been issued at varying rates and with various 
time provisions it will be necessary to analyze the outstanding 
items and compute each one in detail, or if possible arrange 
them into groups and figure the interest on each group. If 
the certificates have been issued on a flat interest rate, interest 
to accrue daily, the liability can be determined on the basis of 
the daily balances of certificates outstanding. 



CHAPTER XVIII 


CERTIFIED CHECKS AND CASHIER’S OR 
TREASURER’S CHECKS 

Certified Checks. — When a bank certifies a check it 
assumes the liability and guarantees the payment of the original 
amount. * It protects itself by charging the amount of the 
check immediately to the account of the depositor and crediting 
the account of “Certified Checks.” This account should be 
maintained in the general ledger and represents the liability 
of the bank on certified checks outstanding. It is the work 
of the examiner to determine that the balance shown in this 
account is the true and complete liability of the bank on this 
particular item. 

In some banks a loose-leaf record is maintained on all 
checks certified, in other cases a register is kept in which is 
listed in numerical order all checks certified.' In smaller banks 
an entry is made in this register directly from the face of the 
check, as it is certified. When the check is paid by the bank 
it is not sent to the depositors ledger for it has already been 
charged against the deposits when certified. It is charged 
against the general ledger account and sent to the person who 
handles the register or record of certified checks, so that a 
notation may be made on the record to the effect that the item 
has been paid. 

All items unpaid at the date of examination should be 
listed and the total should agree with the balance in the general 
ledger account. In some cases it may be desirable, on account 
of faulty records, to trace through the certified checks out- 
standing as of the previous examination, but usually this is 
not necessary. It should be noted that “old items” included 
in the current list are for the same amount for which they 

US 
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were included in previous lists, and that new “old items” do 
not appear in the list. Thus, if there was a shortage of $1,000 
charged against certified checks, it would be necessary to show 
a certification for that amount, as otherwise when the list of 
unpaid items was prepared the difference would immediately 
be reflected in the total. Tellers know that examiners generally 
pay considerable attention to the items included in the current 
period, so instead of showing a faked certification, the same 
result is achieved by erasing the “Paid” stamp opposite an old 
item, or by failing to stamp “Paid” an item paid during the 
current period. When this is done, the list of open items will 
then agree with the control. 

As a general rule, it may be stated that manipulation 
through the means of the certified checks account is very 
seldom resorted to, although under some conditions it is very 
easy. If the bank is a small one, all certified checks paid 
during the period should be checked back against the register 
or record, and some distinctive mark placed on the record by 
the examiner, who at the same time checks out the items con- 
sidered outstanding at the previous examination. In larger 
banks where the certification is made by one person and the 
records kept by another, the detailed checking of all items 
is not necessary. In some cases, the benefits of a detailed 
check may be obtained, by verifying the items in bulk, in a 
manner similar to that outlined on page 250 for the verification, 
of cashier’s or treasurer’s checks. 

One difficulty that may be experienced in attempting to 
check out the paid items, will be that the paid certified checks 
will not be on hand. Many banks return them to the depos- 
itors when paid, leaving themselves without any satisfactory 
proof that they have paid the item which they assumed. 
Modem banks retain in their files the paid check, or a receipt 
from the customer for the return of the cancelled certified 
check, showing the date and amount. The examiner should 
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ascertain whether this practice is being followed, so that 
evidence will be on file of all checks paid. 

The entries to the general ledger account should be test 
checked. In smaller banks it may be desirable to foot the 
register or record of checks certified during the period under 
audit, and build up an independent controlling account. If 
the paid items have been checked against the register, the total 
of the charges which should have been made to the controlling 
account may be obtained by deducting the total of current 
unpaid items from the total of the footings. The question of 
verifying the footings of daily certifications should not be 
ignored, for under certain conditions they may be manipulated 
to advantage. 

In addition to the above it is the duty of the examiner to 
see that on the days on which checks were certified the balances 
in the various accounts were sufficient to offset the charges 
created by the certified checks. Thus, if John Smith had a 
check of $5,000 certified on March 17, 19 — , his balance on 
that date, before the check was charged to his account, should 
have been at least $5,000. National banks may be very 
severely penalized if found certifying checks against insuffi- 
cient balances. The National Bank Act, providing that it is 
unlawful to certify a check until after all book entries for the 
day have been made, makes it illegal to certify a check unless 
the balance at the close of the preceding day is sufficient to 
absorb charges on hand and the amount of the certified check. 
However, in actual practice checks for ordinary amounts are 
certified whenever presented. 

Certification against insufficient balances places the bank 
in the position of an unsecured creditor, for the bank has 
assumed the liability of the depositor. The practice is more 
apt to be found in state banks and trust companies than in 
National banks, but wherever found should be severely criti- 
cized. Banks having brokers’ accounts should be watched 
carefully on this point. 
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Ordinarily, a test check of the items certified during the 
period under review will be sufficient to observe the trend of 
the bank’s policy in the matter. In some cases, it may be 
desirable to check all items over a certain amount, depending 
on the size of the bank and the number of checks certified. 
By checking is meant the inspection of the account of the 
depositor and a comparison with the certified check of the 
balance in the account, at the same time noting whether the 
item was charged against the account on the day on which it 
was certified. If from previous experience it is known that 
it is the practice of the bank to be careless about certification, 
it is generally best to check back all items which are outstand- 
ing and unpaid at the date of examination. 

Cashier’s and Treasurer’s Checks. — These represent 
checks drawn by the cashier, in the case of a bank, or the 
treasurer in the case of a trust company, against the institution 
itself through a special account. They are issued for cash 
or for charges against customers’ accounts, and are used for 
certified checks and for the transfer of funds from one place 
to another. A controlling account is carried, which should be 
in the general ledger; sometimes it is included with the cus- 
tomers’ deposit accounts, but it does not belong there. This 
account is credited as the checks are issued and charged as 
they are paid. The unpaid checks outstanding should total to 
an amount which will equal the balance in this controlling 
account. 

The checks which were considered as unpaid at the tim«» 
of the previous examination, or at the beginning of the period 
under audit, will as a rule be paid during the interim. To 
prove the correctness of the beginning balance in this account, 
and to be satisfied that the previous reconciliation was properly 
made, the cancelled checks on all items considered outstanding 
at that time should be obtained and carefully scrutinized. 
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List o£ Outstanding Checks. — As the checks are issued, 
an entry is usually made in a register showing date, number 
of check, to whom drawn and amount. As the items are paid 
they are checked off and the date on which they were paid is 
stamped in this register. As a result the open unstamped items 
in the register represent the liability of the bank on outstanding 
unpaid checks, the total of which should agree with the balance 
of the account “Cashier’s Checks Outstanding” or “Treas- 
urer’s Checks Outstanding,” as the case may be. 

Under some conditions the examiner might be justified in 
making a list of the unpaid items and confining his examina- 
tion to ascertaining that the total of the items in his list agrees 
with the balance in the controlling account. In the majority 
of cases, however, this cannot be done with any degree of 
safety. 

Generally, it will be necessary to verify all checks issued 
during the period being audited, by comparing the cancelled 
checks with their entries in the register, at the same time 
checking the correctness of the signature, that is to say, noting 
whether the checks have been signed by the officials authorized 
to do so. All numbers should be accounted for as spoiled, 
cancelled or outstanding. The outstanding items should be 
listed on a form such as shown in Figure 42. 


No. 

Date Issued 

Payee 

Amount 






Figure 42. Schedule of Outstanding Cashier’s Checks 
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The total should agree with the controlling account. Items 
which have been outstanding for a long period of time should 
be investigated. 

Verifying Items in Bulk — Where there are a large num- 
ber of cashier’s or treasurer’s checks issued during a period, 
it is sometimes possible to verify the items in bulk, thus saving 
considerable time. The checks paid during the period should 
be examined for signatures, endorsements, etc., and then 
arranged in numerical order and listed on an adding machine, 
showing the amounts of the checks only. The bank’s list of 
outstanding items prepared by the bank staff or taken from 
the register by the examiner should then be obtained and 
footed. A list of all checks issued during the period, showing 
amounts only, should then be made from the register of checks 
issued. From these figures, the correctness of the account as 
a whole and of the balance may be verified, as follows : 

Outstanding Items _ at the beginning of period 
under audit, which have been examined in 

detail . $ 

Footings of Register showing all checks issued 
during period 

Total $ 

Deduct: Total of cancelled checks representing 
items paid during period 

Balance, which represents outstanding unpaid 
items $ _ 

It is best to rubber stamp all checks inspected at this exam- 
ination, so as to prevent their being submitted again on subse- 
quent examinations. A number of the checks taken at random 
should be compared with their entry in the register as a test 
of their correctness. 

The Controlling Account.— In small banks, where it is 
possible for the general ledger bookkeeper, or the person hav- 
ing charge of the controlling account of checks issued, to have 
access to other records, and where methods in general are lax. 



Ch. 18] 


CERTIFIED AND CASHIER’S CHECKS 


251 


the examiner will find it to his advantage to check all the 
debits and credits which have been made to the controlling 
account during the period under review. This may be done 
most easily by carrying out the procedure outlined for the 
verification of the items in bulk. That is, from the cancelled 
checks should be obtained the total of paid items; from the 
register the total of items issued, and also from the register 
the unpaid items at the close of the period. By this means, 
an independent control account may be built up, the balance 
of which should agree with the bank’s account. 

The Unknown Liability — With cashier’s and treasurer’s 
checks, as with certificates of deposits, there is the same ele- 
ment of unknown liability to contend with; there is always 
the question whether the liability for all outstanding checks 
is correctly shown. In some banks it may be possible to 
issue a check without recording it, in others it may be possible 
to issue a check for one amount and record it as being for a 
lesser amount. 

If a check can be issued without being recorded, it may 
be that the liability of the bank in this connection is consider- 
ably understated. The examiner should ascertain if such 
operations are possible and if so, should recommend such 
changes in the routine as may be necessary to prevent or at 
least minimize the possibility of manipulation from this source. 
This is a real danger and should be recognized as such. A 
clever person can easily “get away” with several thousand dol- 
lars a year, through this method and by means of adjusting 
the footings of the register. 

•''The examiner should make sure that all checks are machine 
numbered by the printer, not hand numbered as they are used, 
and that all numbers have been accounted for as being used 
or spoiled. The reserve supply of checks, if held by the' same 
person, should be examined to see that they are intact,, and 
that they follow those in current use.' 
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In many banks, the entire operation of issuing a cashier’s 
or treasurer’s check is done by an officer, while in nearly all 
such cases the checks are correctly recorded the examiner 
must always be on the watch for the exceptional case, in which 
they are not. If at all possible the issuance of such checks 
should pass through the hands of two persons— one to make 
out the check, the other to sign and record it. If an internal 
auditor is maintained, a stub can be arranged to be torn off 
from the check and sent to the auditor when the check is signed. 

Expense Checks — Checks drawn in payment of purchases, 
expenses and salaries should be examined and checked in the 
same manner as cashier’s or treasurer’s checks. In some cases 
expense checks are drawn against a particular correspondent; 
in other cases, against a special account maintained in the 
depositors ledger. In still other cases, they are not charged 
when drawn, but are paid in cash when presented, otherwise 
no record being made of them. As the verification of expense 
charges is covered in another chapter, it is sufficient here to 
say that the examiner should ascertain that all such checks are 
properly drawn, endorsed and supported. The liability for 
unpaid outstanding checks, if it does not appear on the books, 
should appear on the balance sheet as prepared by the examiner. 

Particular attention should be given to the checks which 
were considered as outstanding at the previous examination, 
in those cases in which a special deposit account is carried for 
their payment, either in the bank or with a correspondent. 

Dividend Checks. — The liability for unpaid outstanding 
dividend checks should appear on the books and also on the 
balance sheet. As a rule a special register is maintained, in 
which all dividend checks are entered. As they are paid, they 
are checked off, and as a consequence a list of the items not 
checked will represent the outstanding items. The total of 
these should agree with the balance in the account of “Divi- 
dends Unpaid” on the general ledger. 
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The examiner should make sure that the total of the checks 
drawn during the period under audit, does not exceed the total 
of the dividends declared by the board. Checks considered 
outstanding at the previous examination should be inspected 
if paid, and questioned if not paid. Ordinarily it is not neces- 
sary to check each check as a separate item; they can often 
be verified in total. That is, the total of the charges against 
the account, plus those outstanding at the end of the period 
and less those outstanding at the beginning of the period 
should equal the dividends declared on which checks have been 
issued. The work can be done on an adding machine. At the 
same time the checks should be inspected for authorized signa- 
tures, and a few of them should be tested by comparison with 
the stock records. 

This account is very seldom used for manipulation. If, 
however, there has been an increase or a reduction in capital 
stock during the period under review, or if special dividends 
have been issued, it is necessary to give this account more 
attention. 



CHAPTER XIX 


BORROWED MONEY— NOTES PAYABLE AND 
REDISCOUNTS 

Money Borrowed by the Bank — Originally it was not 
one of the prime functions of a bank to borrow money from 
other banks, but the varying needs of a bank's customers often 
force it to borrow or rediscount its customers’ paper at other 
banks. Since the inception of the Federal Reserve System the 
rediscounting of commercial paper has become very common, 
and as a result a liability for borrowed money in some form 
or other will be found on all bank statements at some time or 
other. 

It is not only necessary that the complete liability of the 
bank for all borrowed money, no matter what form it may 
take, should be ascertained, but also that the examiner should 
determine that the transactions are proper and that they have 
been approved by the board of directors. The examiner is 
also required to make sure that the officers have not been 
borrowing money without the knowledge of the directors and 
that there has been no manipulation in the accounts concerning 
the notes payable and rediscounts. 

The Liability as Shown on the Books The items repre- 

senting liability for borrowed money as shown by the state- 
ment prepared at the close of the preceding examination — or 
if there has not been a previous examination the liability at 
the beginning of the period under review — should be checked 
through to payment, or else it should be ascertained that they 
are still in effect and unpaid. Occasionally accounts are “fixed” 
for an examination, and this practice of tracing through the 
it$ms outstanding at the close of the previous examination 
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will definitely determine whether or not the items shown at 
the beginning of the period were correct. Discrepancies are 
found that otherwise might pass unnoticed. 

If a thorough audit is being made, it will be necessary also 
to check through all the changes occurring in the account 
during the period under review. This means that all loans 
and rediscounts made during the period will be checked through 
the various registers, minutes, etc., and that the payments or 
reductions on these items will be checked through likewise. 
In so doing, it should be ascertained that the various loans 
have been approved and were authorized by the board of 
directors and that the instructions of the board have not been 
exceeded in any sense. All postings, both debit and credit 
items, appearing in the general ledger accounts should be 
verified. 

A list of outstanding loans or rediscounts at the date of 
examination, in whatever form they appear, should be prepared 
on a form such as shown in Figure 43. 


Doe Trust Company 

Philadelphia, Pennsylvania 

Date 

NOTES PAYABLE 

Date 

Made 

Due 

Date 

Payable To or 
Discounted At 

Collateral Pledged 
or Note Discounted 

Amount 

Verified 




- 




Figure 43. Schedule pf Notes Payable and Rediscounts 
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In the case of notes payable, the data can be obtained from 
the general ledger account supported by a register or tickler. 
In the case of notes rediscounted with the federal reserve bank 
or other banks the open items can be obtained from the redis- 
count tickler or register. The total of this schedule should, 
of course, agree with the balance shown in the general ledger 
accounts of notes payable and notes rediscounted. The mere 
fact of agreement, however, should not be taken as conclusive 
proof that no other money has been borrowed. Sometimes 
loans are obtained from other banks by the officers of the bank 
under audit, for their own personal use, by persuading the bank 
from which the loan is obtained, that it is for the bank itself. 
This very seldom happens, but the examiner should be on the 
lookout for it. Some banks conceal their loans in the deposit 
liability by issuing certificates of deposit to the bank from 
which the money has been borrowed, or by carrying the item 
as an account “Due to Banks. ” The examiner in going through 
these various items should scrutinize them for just such 
items. 

Verification by Correspondence. — So that the true and 
complete liability may be shown on the financial statement 
correspondence should be had with all the banks, including 
the federal reserve bank, from which the bank may borrow. ' 
It will be recalled that at the bottom of the letter sent out with 
the exchanges, space was provided for the bank to which the 
letter was sent to show the following data : 

Borrowing from above bank $ 

Loaning to above bank .$ 

This should show up any liability to the banks with which 
the institution has daily dealings. A separate letter should 
be sent to the remaining creditors shown on the list, and all 
other correspondent banks, including the federal reserve bank, 
if the bank under examination is a member of that system. 
Such a letter should ask first for verification of specific items ; 
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in the second place it should request information as to whether 
the bank is lending to the bank being examined, and if so the 
description of the loans and the collateral pledged, if any. As 
a general rule, most of these loans are secured by collateral, 
and sometimes in the verification of these securities other 
loans are discovered which have been in some manner con- 
cealed. 

Form of Letter — The letter used may be somewhat as 
shown in Figure 44a. 


Dear Sir: 

For the purpose of an examination of the 

Doe Trust Company 
Philadelphia, Pennsylvania 

at the close of business on November 13, 192-, will you please 
advise us of the dates, amounts and maturities of any loans 
from your bank, outstanding at that date, either in the form 
of notes, notes rediscounted, certificates of deposits, open ac- 
counts, etc. Also advise us of the amount and description 
of any collateral you may have held on the same date as 
security. 

A stamped and addressed envelope is enclosed for your 
reply. 

Very truly yours, 

Roe and Company 

Examiners 


This request is made with our approval 
Doe Trust Company 


Treasurer 


Figure 44a. Letter of Verification for Loans from Other Banks 


It is customary to type at the bottom of this letter, or on 
a separate sheet a schedule such as shown in Figure 44b to 
facilitate the reply. 
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Details of Loans to Doe Trust Company at The Close of Business 
November, 13 192- 

Date Made Form of Liability Maturity Amount Interest Interest 

Rate Paid To 


Description of Collateral: 


Date 


Figure 44b. Schedule of Details of Loans from Another Bank 


Sometimes a questionnaire such as shown in Figure 45 is 
sent to all banks. 

When the questionnaire is used, it is accompanied by a 
letter giving the name of the bank under examination, the date 
at which it is being examined and the authorization for the 
questions. It is almost unnecessary to state that the letters, 
no matter what form is used, should be mailed by the examiner 
or his assistants and that the replies should be addressed to 
his office, not to the bank. If he is operating at a distance from 
his office, the replies should be addressed to a post office box. 

As replies are received to these letters they should be 
checked against the schedule previously prepared, until all 
items, including the collateral, have been verified. If any 
differences or discrepancies are noted, they should be carefully 
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Did your bank have under discount any Notes Receivable of 
the bank named or any to which its official endorsement ap- 
peared or for which it was in any way liable? If so, please 
furnish a list giving names and amounts 


Did your bank hold Notes Receivable or any securities 
belonging to the bank named, or any on which its official en- 
dorsement appeared, or for which it was in any way liable? 
If any were held, please give a list and state how they were 
held 


Were there any loans outstanding by your bank to the 
bank named, or to any other person for which the bank was 
in any way liable? If any were held specify character of 
loan — whether upon Notes Payable, Certificate of Deposit, open 
accounts or otherwise. In each case, specify time, amount, etc. 


Had your bank, at the date mentioned in our letter, effected 
any loans for the account of the bank named? If so, give 
names of borrowers and amounts, state how the notes were 
secured and whether or not the security was held by the bank 


Figure 45* Questionnaire for Other Banks, Regarding 
Loans to the Bank under Examination 

investigated. The examiner should satisfy himself fully, as 
to the reason and cause back of them. In some cases- it will 
be found that collateral is held for safekeeping by various 
banks after the loans have been paid off. 

This procedure provides a complete verification on bor- 
rowed money, and if the examiner is desirous of including 
a detail of the loans in his report the schedule should be pre- 
pared to show date made, form of liability, maturity, amount 
of loan, interest rate, interest paid to, and collateral if any. 
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Accrued Interest on Borrowed Money. — Where the 
bank’s own notes have been discounted, or its customers’ notes 
rediscounted, the interest will, of course, be collected in 
advance, but in the case of other loans, the question of accrued 
interest should be given consideration. It would seem that 
the general custom of the bank regarding accrual would have 
to be followed. If, however, the item of accrued interest 
payable is of considerable importance relative to the size of 
the bank, it should be called to the attention of the board of 
directors, and it should be mentioned in the balance sheet, if 
not in the body, at least as a footnote. 

Review of Borrowings. — Ordinarily when a bank bor- 
rows, it does so for a legitimate reason. The loan accounts 
showing transactions of borrowed money should be reviewed 
by the examiner to ascertain if the borrowing is a consistent 
habit, or if it only occurs at irregular intervals when needed 
for customers’ requirements. A statement showing the total 
borrowed money at the close of each month for a period of, 
say, two years will help decide this, and the schedule, if prop- 
erly prepared, may add much to the value of the report to be 
submitted to the directors. If the bank resorts to borrowing 
continuously in normal times, it would seem to indicate that 
something is wrong. A condition of this kind might indicate 
that the bank requires more capital from its stockholders, that 
its ratio of loans to deposits is out of line, or that it has 
invested its own capital in fixed assets, such as buildings, 
vaults, etc., with the result that it is forced to borrow to replace 
it, so as to have a working fund. 

The last-named condition will frequently be found in new 
banks, which sometimes invest the greater part of their capital 
in a new bank building leaving them without working funds 
other than their deposits. In some cases the condition will 
call for criticism; in others, it may require some constructive 
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thought. The examiner will have to decide this for himself, 
depending on the facts in each case. 

Sales of Securities with Agreement to Repurchase. — 
Some banks resort to conditional sale of their securities, for 
the purpose of borrowing money. The bonds are sold outright 
and the bank then enters into an agreement for their repur- 
chase. In some cases this type of transaction is recorded as 
an actual sale, in other cases the bond account is left undis- 
turbed, and a liability “Agreement to Repurchase Securities” 
is shown. The sales of bonds, while they are being verified, 
should be scrutinized for such transactions. If the agreement 
is enforceable against the bank, the liability therefor should 
appear on the balance sheet. Of course, the loan and the 
conditions of it should be verified by direct correspondence 
with the bank to which the bonds have been sold. 



CHAPTER XX 


CAPITAL STOCK 

Procedure for Checking Stock Certificates. — The stock 
certificates of a bank are susceptible to manipulation by the 
officers and should not be passed over lightly by the examiner. 
The stock certificate book should be examined and the out- 
standing certificates should be ascertained. At the same time 
the examiner may note whether the proper federal and state 
tax stamps are attached where required. Certificates which 
have been cancelled or not used should be defaced and carefully 
filed, or else attached to the stubs to which they belong. The 
total of the shares outstanding should agree with the amount 
carried in the controlling account in the general ledger. The 
shares shown to be outstanding by the stock ledger, which 
carries an alphabetic list of stockholders together with details 
of their stockholdings, should be totaled and should also agree 
with the Capital Stock account in the general ledger. 

It is not necessary to prepare a detailed schedule for the 
working papers, but the examiner should make sure that the 
names of stockholders as listed in the stock ledger agree with 
the names appearing on the stubs in the certificate book. One 
method is to set up a skeleton stock ledger on working papers, 
which after completion is totaled and compared with the actual 
stock ledger. However, the same result can be achieved by 
checking the stubs in the certificate book against their entry 
in the stock ledger and then totaling the stock ledger. This 
latter method will determine the correctness of both records. 

Both the stock certificate book and the stock ledger should 
be reviewed, to determine whether all transfers and sales of 
new stock made during the period under audit have been 
properly recorded in the books of the bank. 

262 
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The Control of Records of Capital Stock. — It should be 
ascertained whether these records are all in the custody of one 
person and whether or not he is in a position to issue stock 
without the signature or consent of other officers. Very often 
it will be found that the president will sign a number of cer- 
tificates in blank for the convenience of other officers. This 
might be a convenience, but it certainly places a temptation in 
the way of anyone desiring to make a fraudulent use of the 
capital stock of a bank. If the other officer so desires he can 
“juggle” the stubs, sign the blank certificates in his own or 
some fictitious name and take them to another bank to be 
pledged as security for a personal loan, or he can place them 
with a stock broker as security for speculative purposes. As 
long as the securities are not sold the deception can be carried 
along indefinitely. 

The same thing is true of certificates which are turned in 
for transfer endorsed in blank, or of certificates which are 
turned in and not properly cancelled. The examiner should 
make sure that: 

1. All certificates turned in for transfer are properly can- 

celled immediately. 

2. Stock certificates are not signed in blank. 

3. Certificates as soon as issued are delivered to the stock- 

holder. 

If he should find that these methods are not being followed, 
the matter should be brought at once to the attention of the 
directors. In the larger banks there is apt to be a transfer 
agent and registrar. A certificate from the companies acting 
in these capacities, showing the number of shares outstanding 
and the holdings of the officers and directors, would be all that 
the examiner requires. 

If there has been any change in the capitalization of the 
bank during the period under audit, inquiry should be made 
as to whether the proper legal procedure has been carried out 
and whether a proper record of such change has been made 
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on the general books of the bank. This does not mean the 
examiner is to pass upon the legality of the change; he is 
merely to make sure that the necessary meetings have been 
held, that permission has been requested and received from the 
authorities, and that the necessary reports have been filed. 

For the report, as a matter of general information the par 
value of the stock should be ascertained, the amount which the 
bank is authorized to issue, the amount unissued at the date of 
examination, how much has been paid in on the stock and the 
amount still subject to call, if any. 

Holdings of Officers and Directors. — While reviewing 
the capital stock a list should be prepared showing the total 
number of shares held by each director or officer in his own 
name. This data will be used for the purpose of ascertaining 
that they are qualified to act as directors, as explained in the 
chapter on directors. 

National banks and members of the Federal Reserve Sys- 
tem are prohibited from dealing in their own stock, in any 
way. They are not permitted to lend on, buy or sell it. When 
necessary they may accept it in settlement or as security for a 
previously contracted debt, but not otherwise. In this event 
they should endeavor to dispose of it as soon as possible. A 
number of the states have similar laws in effect for banks 
under their jurisdiction. The examiner should note whether 
these statutes are being observed. 

Dividend Authorizations. — The minute books should be 
reviewed for proper authorization of dividend declarations and 
to ascertain that the dividends have been paid bn the right 
amount of stock. In new banks or in banks which are increas- 
ing their outstanding stock, this is an important point, as the 
amount outstanding is constantly changing. The dividend 
declaration usually states that dividends are to be paid to 
stockholders of record on the close of business on a certain 
date, and the capital stock outstanding on that day is the 
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amount on which the dividend should be paid and charged 
against undivided profits. Whether dividends paid have been 
in accordance with the laws regulating their authorization 
should also be ascertained. 

If the examiner reaches the bank after dividends have been 
declared, but before they are paid, he should make an adjust- 
ment to his balance sheet to show the liability for these divi- 
dends. As soon as declared the dividends are the property 
of the stockholders and if a true statement of the bank is to be 
obtained dividends declared but unpaid should appear as a 
liability. 

Minutes of Stockholders’ Meetings. — The minutes of the 
stockholders' meetings should be reviewed to note the proper 
election of directors, and the authorization of such matters as 
require their approval. Notes should be made of important 
agreements for future reference. The books of the bank and 
the balance sheet of the bank as prepared by the examiner 
should reflect any transactions approved by the directors or 
stockholders which affect either the present or future financial 
condition of the bank. 

Amounts credited to surplus account should have been 
approved by the directors and should be made in accordance 
with the provisions of the law governing the operation of the 
bank. Different states have different conditions to be observed 
in this connection. 



CHAPTER XXI 

BANK DIRECTORS 

The Examiner’s Duties as Regards the Directors. — Bank 
directors have a dual responsibility: To their depositors and 
to their stockholders. Most of them look very carefully to 
the strict enforcement of all rules and regulations governing 
their conduct, but the examiner cannot take this for granted; 
he must investigate and make certain. Some directors are 
ignorant of their duties and obligations. 

The by-laws of the bank should be carefully reviewed and 
a note made of the number of directors required to do busi- 
ness. In smaller banks it may be found that they are trans- 
acting business with an insufficient number of directors. This 
is very important, as it may affect the legality of their actions. 
If any exceptions are found the matter should be called to the 
attention of the directors and properly commented upon in 
the report. 

Qualifications of Directors — It should be ascertained that 
the directors who have been elected, have the necessary qualifi- 
cations. The principal qualification for a directorship is stock 
ownership. The National Bank Act requires that each director 
own in his own right at least ten shares unless the capital of 
the bank does not exceed $25,000, in which event the minimum 
is five shares. As different states have different requirements 
in this respect, a study of the state statutes is necessary. In 
the case of national bank directors and also in the case of most 
states, there is a provision to the effect that a director who 
pledges or ceases to be the owner of his qualifying shares 
ceases to be a director. There are also certain limitations as 
to the residence of directors, which vary in each state. 

In this connection it should be noted that mere election 
266 
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does not make a person a director; the person elected must 
signify his acceptance of the position. In the case of national 
banks all directors are required to take an oath of office; in 
many states the directors of state banks are required to do 
likewise. 

Attendance of Directors. — The number of meetings held 
by the directors during the period under examination should 
be determined and the attendance of each director ascertained. 
This can be done by the use of a schedule somewhat as shown 
in Figure 46. 


Attendance of Directors 


Name of Director 

Dates «f MsetiKS 












. 









Figure 46. Schedule of Attendance at Directors’ Meetings 


A check mark or a cross can be placed in the column for 
attendance and a circle or O for absence. A few directors 
look upon their directorship as something to be attended to in 
their spare time and do not give the bank the time and atten- 
tion they should. As the bank does not gain the benefit of 
their skill and knowledge, the depositors and stockholders are 
deprived of something to which they are rightfully entitled. 
At the same time inattention on the part of the directors may 
eventually get the absent directors into difficulties. This is 
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especially true in cases where the directors who do attend the 
meetings and do transact the necessary business are guilty of 
some indiscretion; in such event the absent director will find 
himself just as liable as the one who transacted the business. 
If he were on hand he might have been able to prevent the 
actions of the other directors or at least have his dissenting 
vote recorded. 

Some directors are in the habit of missing meetings every 
once in a while and while it may seem that they are giving 
their best attention to the bank, such is not the case. Very 
often the director himself does not realize this. In a recent 
case, three directors had only attended 60% of the meetings 
held during the year, although neither they nor their associates 
were aware of the fact that they were absent so often. Thus 
it can be seen that the schedule showing the attendance of 
the directors is an important one and should be included in 
the report. It is usual to include this information along with 
the stockholdings and loan liabilities of the directors, which 
schedule is described later. 

Where directors have died or resigned during the period 
under review the examiner should note that the vacancy is filled 
within a reasonable time. 

Loan Liabilities of Directors. — The total liability of the 
individual directors to the bank should be ascertained. The 
investigation should cover not only the direct and indirect lines 
of the directors themselves, but also those of the various com- 
panies in which they are interested. At some time during the 
examination the names of the companies in which the various 
directors and officers are interested should be obtained from 
the finance or loan committee of the bank, so that the examiner 
may be in a position to ascertain the lines of the interested 
companies. 

The total liability of other officers who are not directors 
should also be ascertained at the same time. The various 
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banking laws in connection with the obligations and interests 
of officers, which vary considerably, particularly as between 
banks and trust companies, should receive careful attention. 

The directors’ lines are limited in two ways: 

1. In the amount any individual may borrow. 

2. The amount the directors considered as a group may 

borrow. 

The limitations vary in each state, but they were enacted 
for the purpose of preventing the directors from borrowing 
all the loanable funds of the bank for their own use, to the 
detriment of the bank’s own customers. The examiner should 
observe that these regulations are given due consideration and 
that they are enforced according to both the letter and spirit of 
the law. The limitation applied usually includes companies 
in which the directors are interested as well as their own 
individual lines. A schedule suitable for the collection of the 
data mentioned in the preceding paragraph is shown in 
Figure 47. 


Name of Bank 

Location 

Date 

DIRECTORS’ OBLIGATIONS 

Name 

Interested in Follow- 
ing Companies 

Direct 

Obligations 

Indirect 

Obligations 

Remarks 




- 



Figure 4 7. Schedule for Directors’ Obligations 
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Those loans which are amply secured, by collateral or other- 
wise, should be designated by a star or asterisk. 

Directors’ obligations in excess of the legal limit should be 
called to the attention of the directors and special comments 
made on them in the report. For the purpose of the report a 
schedule should also be prepared giving the names of directors 
and officers, shares of stock owned, direct liability, indirect 
liability and number of meetings attended, as shown in 
Figure 48. 


Names 

No. of 
Shares 
Owned 

Meetings 

Attended 

Direct 

Line 

Indirect 

Line 

Total Liability 

Less Duplications 

Net Liability 

i 

■ 

$ 

$ 

$ 

$ 

$ 

$ 


Figure 48. Schedule of the Names of Directors and Officers, Showing 
Shares of Stock Owned, Direct and Indirect Liability, and 
Number of Meetings Attended 


“Duplications” mean items on which two or more directors 
are liable. In such a case the entire loan is charged against 
each director in considering his personal liability, but when 
the liability of the directors as a unit is to be obtained it is 
necessary to deduct any items which appear in the individual 
items more than once. The schedule illustrated shows clearly 
the total liabilities of officers (if any) and directors. The 
totals should not he in excess of the amount allowed by law, 
although it should be ascertained that only proper charges are 
included. Different state laws designate different classifica- 
tions. 
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Excessive Borrowing by Directors — Some banks after a 
number of years’ operation become “family banks”; that is 
to say, the loans and big accounts are all with the directors, 
or with companies in which they are interested. Sometimes 
the directors are thus enabled to obtain the capital required for 
their various enterprises from the banks in which they are 
interested. This is all right, provided it is for temporary 
financing, but in a great many cases, the loans are made as 
demand loans and then run on for years. This is wrong, as it 
ties up the capital of the bank to a point where it is not avail- 
able for the other customers of the bank. It is also dangerous, 
as it places the funds of the bank within a small circle. 

Where a condition of this kind exists or where directors 
have been carrying their lines for some time, it is interesting 
to prepare a schedule which will show in comparative form the 
status of the directors’ lines at this examination and at the 
previous examination. It is also interesting to ascertain what 
proportion of the total capital and surplus is loaned to directors 
and also what percentage of the total loans and discounts is 
carried by the directors for the current period and that of the 
previous examination. This will show conclusively whether 
or not the bank is being run for the depositors and stockholders 
or for the directors. Several of these points have been covered 
under the subject of Loans and Discounts but should be con- 
sidered again here in connection with the facts to be obtained 
concerning the directors. 

Inspection of the Minutes of Directors’ Meetings. — 
The minutes of the directors’ meetings should be carefully 
reviewed and it should be ascertained whether all matters of 
importance — dividends, charge-offs, and surplus changes — 
have been authorized and approved by the directors. All loans 
should have been authorized and approved by the finance com- 
mittee, if one is maintained, or by the directors, and complete 
details of such action should have been recorded in the minute 
book or a subsidiary record. In many cases it will be found 
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that the directors merely approve the loans and that they do 
not authorize them. That is, the approval is a mere matter of 
routine, rather than an inspection of the credit risk and the 
formal granting of the loan; the directors merely approving 
that which is shown them by the officers. Where this condition 
is found to exist, the directors should be cautioned against the 
danger and liability they are apt to incur. 

The Supreme Court of Missouri in a ruling decision held: 
“The board of directors of a bank is bound to know all that 
is done by it as well as the system and rules arranged for its 
doing; and what they ought to know as to the general course 
of the bank’s business they, will be presumed to have known, in 
a contest between the bank and third persons dealing in good 
faith with it. The directors must use care and diligence to 
know the conduct of the subordinate officers as well as what 
the bank’s books show, and to carefully observe the law under 
which the bank is organized ; and the directors are answerable 
for losses sustained (by the bank) through the act of its 
cashier in lending moneys in excess of the prescribed limits 
and to insolvents, where the directors by care might have 
known — being therefore duty bound to know — that this was 
the case. It is no excuse for such neglect that the directors 
receive no benefit from such loans and that their services were 
gratuitous.” 

Directors should also have called to their attention the fact 
that in approving loans in excess of the legal limit they are 
making themselves personally liable. The United States Circuit 
Court of Appeals in McCormick v. King et al., 241 Fed. Rep. 
737, held that “Directors responsible for excess loans were 
liable not only for the excess of such loans above the legal limit 
but for the entire loss thereon with interest.” This was affirmed 
by the United States Supreme Court in Bowerman v. Hamner. 
Again in Witter, Receiver, etc. v. Sowles et al., 31 Fed. Rep. I, 
it was held that under Revised Statutes 5200 “Directors who 
make or assent to the making of a loan to any one person of a 
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sum exceeding the legal limit become personally and indi- 
vidually liable for all loss sustained thereby.” 

The examiner should, of course, use discretion in insisting 
that all loans be authorized*by the board. For example, in the 
larger cities it would be impracticable to have all the smaller 
loans approved by the board before granting them. It is usual 
to allow the officers to grant loans up to a certain amount, 
which are afterwards reviewed by the board. 

Compensation of Directors. — According to law directors 
cannot receive any compensation from the bank for their 
services, the gratuities usually given them being considered as 
covering expenses only. The examiner should review the fees 
paid directors to see that no extra or special fees have been 
paid them. It should be noted that a director cannot be paid 
a special fee for collecting a loan, making an investment, or 
any such service. In one case, that of the Mobile Branch Bank 
v. Scott, 7 Ala. 107, the court stated: “He [the director] 
cannot at the same time be a servant of the directors and a 
director too. The relation of master and servant in the same 
individual is incompatible and cannot exist.” However, direc- 
tors may be paid for services not of a directorial character. 

Directors’ Examinations. — In another chapter is taken up 
in detail the obligation of the directors to make or cause to be 
made certain examinations of their institution each year. The 
number of examinations which are required vary from two to 
four, depending on the jurisdiction under which the bank 
operates. It should be ascertained whether these examinations 
are being made, and if the directors are making their own 
examinations, it may be wise to review their routine to see 
that as many of the essential points are covered as is possible, 
at the same time pointing out the items which should receive 
attentipn, but which in the ordinary course of affairs do not. 
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Reserves against Deposits Required in All Banks. — 
All banks, both state and national, are required to carry a 
reserve of some kind against their deposits; this is known as 
lawful or legal reserve. The purpose of it is to effect a barrier 
against excessive expansion of a bank through loans and to 
provide funds which may be quickly converted into cash when 
required. The ratio of this reserve is set by law at a minimum 
figure which varies in the different states. Banks are required 
to carry at least this minimum and as much more as their 
experience indicates as being necessary. 

All national banks, and all state banks which are members 
of the Federal Reserve System, have to conform to the lawful 
reserve requirements of the Federal Reserve Act. The entire 
reserve so computed must be carried on deposit with the federal 
reserve bank. Most states have amended their laws so that 
the federal reserve requirements are accepted in lieu of those 
specified by state statute for state banks which are members. 
However, a number of the states still insist upon observance 
of all or a part of the state reserve requirements. 

Reserve for Members of the Federal Reserve System. — 
Different rates are specified for time and demand deposits, 
which vary according to the location of the bank, thus: 

Demand Time 


In Central Reserve Cities 13% 3% 

In Reserve Cities 10% 3% 

Elsewhere 7 % 3 % 


There are two central reserve cities, New York and Chicago, 
while over sixty other cities have been designated as reserve 
cities, all others coming under the “Elsewhere” classification. 
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If a bank is situated in the outlying districts of a central 
reserve or reserve city, the Federal Reserve Board may grant 
permission to compute the reserve on the basis of a lower 
classification. A central reserve city bank thus situated may 
be required only to carry a reserve on the basis of 10% on 
demand and 3% on time deposits instead of 13 % and 3 % 
respectively. Governmental deposits other than postal savings 
deposits are not subject to reserve requirements under the 
Federal Reserve Act. 

Computation of Reserve — Forms are provided by the 
Federal Reserve Board in each district for the computation of 
the daily reserve as shown in Figure 49. 

As stated in the footnote, should the aggregate due from 
banks exceed the aggregate due to banks, both items must be 
omitted from the calculation. This is based on the theory that 
“Due from Banks” being so many dollars in reserve, although 
not legal reserve, may be offset against “Due to Banks,” the 
reserve to be figured only on the net liability if any. 

Penalties for Reserve Deficiencies. — Member banks that 
do not maintain their reserve balances at the proper amount 
are subject to penalties in the way of interest charges and are 
prohibited from making any new loans or paying any dividends 
until the reserve is restored to its proper amount. The point 
should also be remembered that the law requires the lawful 
reserve to be maintained each day, although the penalty is only 
assessed on the average deficiency. Consequently the daily 
computation of the reserve should be kept available for inspec- 
tion. The examiner should inspect these daily computations, 
and note whether the reserve is being kept at the proper 
amount, and if not, why. He should also compute the reserve 
at the time of the examination, or else check the computation 
prepared by the bank. If there are differences between the 
examiner’s computation of the reserve and one being used by 
the bank, it is well to include the computation as a schedule 
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Computation of Reserve to Be Carried with the Federal 
Reserve Bank by Member Banks 


Demand Deposits 

1. Deposits, other than United States Government and bank de- 

posits, payable within thirty days ?■ 

2. Balance due to all banks other than 

Federal Reserve Bank 1 $ 

3. Balance due to Federal Reserve 

Bank — Deferred Credits $ 

4. Cashier's, Secretary's or Treasurer's 

Checks on own bank outstanding $ 

5. Certified Checks Outstanding $ 

Total Due to Banks — Items 2, 3, 4 and 5 $ 

Less: 

6 . Balance due from banks other than 

Federal Reserve and Foreign banks .$ 

7. It ems with Federal Reserve Bank in 

process of collection $ 

8. Exchanges for Clearing House $ 

9. Checks on other banks in same place. .$ 


Total Deductions from bank deposits — Items 
6, 7, 8 and 9 $ 


10. Net Balance Due to banks 2 $. 

ir. Total Demand Deposits — Items 1 and 10 $. 

Time Deposits 


12. Savings accounts, subject to not less than thirty 


days' notice before payment. $. 

13. Certificates of Deposit, subject to not less than 

thirty days' notice before payment.. .$. 

14. Other Deposits payable only after thirty days...$ 

13. Postal Savings Deposits $. 


16. Total Time Deposits — Items 12, 13, 14 and 15 $. 


Reserve Required 

Demand Deposits 

Banks in Reserve Cities 10% of item 11 ...... . ,$ 

Time Deposits 

All Banks 3% of item 16 $ $. 


Total Reserve to be maintained with Federal Reserve Bank $. 


1 Balance due to all banks other than Federal Reserve Bank — Item 2 Demand 
Deposits, should include balances due to foreign banks. 

2 Should the aggregate ‘‘Due from Banks” exceed the abrogate “Due to Banks,” both 
amounts must be omitted from the calculation. 

Figure 49. Computation of Reserve to be Carried with the Federal 
Reserve Bank by Member Banks 
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in the report. Otherwise, it is sufficient to state in the report 
that the reserve was found to be sufficient at the date of 
examination. 

Reserves Kept by State Banks Not Members of the Fed- 
eral Reserve System — The requirements for state banks not 
members of the Federal Reserve System vary for each state, 
but most of them require separate percentages on demand and 
time deposits. They also permit a certain portion to be carried 
on hand, on deposit elsewhere and in certain securities. The 
exact proportions vary considerably, but the reserve require- 
ments for Pennsylvania and New Jersey are typical. 

In Pennsylvania a reserve of 15% is required to be carried 
on demand deposits while 7 Jo is required on time liabilities. 
The reserve on demand liabilities may be composed of the 
following items : 

1. At least one-third must consist of lawful money. 

2. One-third, or any part thereof may consist of United 

States, Pennsylvania bonds and legal securities. 

3. The rest may consist of cash on deposit with banks in 

Pennsylvania or those in other states approved by the 

Secretary of Banking. 

The reserve on time liabilities may consist in part of all 
of the above items, but securities and bonds should hot exceed 
more than one-third of the total reserve. 

In New Jersey state banks are required to have on hand 
in available funds an amount equal to 15% of its immediate 
liabilities. The reserve may be composed as follows : 

1. Three-fifths may consist of balances due from good sol- 

vent banks or trust companies. 

2. Two-fifths shall consist of cash on hand. 

In the same state trust companies are required to carry the 
same amount of immediate liabilities, 15%, but are permitted 
to carry four-fifths on deposit with other banks and only one- 
fifth as cash on hand. 
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Most states impose penalties for failure to carry the 
required reserves. They vary from fines to proceedings by 
state banking departments, but all usually include prohibition 
of any increase in liabilities and distribution of profits, while 
the deficiency exists. 

In the case of state banks and trust companies the examiner 
should consult the laws of each state to ascertain the peculiar 
requirements and the varying definitions of demand and time 
liabilities, and also to determine, in the case of state banks 
which are members of the Federal Reserve System, whether 
the Federal Reserve Act requirements are acceptable to the 
state in whole or in part. 
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THE TRUST DEPARTMENT 

Function o£ the Trust Department Trust companies are 

formed for the purpose of acting in a fiduciary capacity for 
others. Many state banks have also been organized so as to 
operate a trust department, and since the enactment and amend- 
ment of the Federal Reserve Act, permitting national banks to 
act as fiduciaries, many national banks have obtained permis- 
sion for the operation of such a department. The value of 
having a financial institution act in this position is gradually 
being recognized, with the result that the volume of this work 
is increasing and a greater number of banks will be found with 
trust departments. 

A trust department may act as executor, or administrator, 
and as a trustee of an estate; also as a trustee under deed or 
private agreement, as well as guardian, agent, assignee, re- 
ceiver, etc. The execution of these individual trusts was the 
original function of the trust company and in most cases it 
still constitutes the largest part of trust business. However, 
a considerable portion of the work of some department is in 
acting for corporations in various capacities. In this part of 
the chapter, we will only consider the work of the examiner 
in connection with individual trusts. 

Individual Trusts — In all of these functions items of 
value, cash, securities, real estate, personal property, etc., are 
turned over to the trust department and held by it ; the income 
is collected and distributed, or reinvested, while the principal 
is guarded and eventually distributed. 

It is a fundamental principle of trusteeships that the assets 
in the custody of the trustee should be kept separate and apart 
from the general assets of the bank. This does not mean 
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that they are to be kept in separate vaults, etc., but that records 
should be maintained which will show definitely and clearly 
the items held in trust. It is also necessary that the individual 
assets of each trust be kept distinct from each other. This can 
also be effected by means of proper accounting. 

Work of the Examiner. — It is the duty of the examiner 
to ascertain that: 

1. All trust assets turned over to the trust department are 

intact. 

2. They are held by the bank in a fiduciary capacity. 

3 . The income has been collected on income producing assets 

of the various trusts. 

4. It has been properly distributed to the beneficiaries, or 

otherwise accounted for. 

5. Any distribution of principal has been properly made. 

6. The income of the trust department has been properly 

accounted for. 

He must either verify these items, or else see to it that the 
trust department is being operated in such a manner that a 
complete detailed check is unnecessary. In the small trust 
departments it is usually best to verify all of these items in 
detail, while in the larger departments an examination of the 
assets and a partial check on the other items will be sufficient. 
Under some conditions, in a well-organized bank having a 
good system of internal control, it might be sufficient to inspect 
the assets and make a review of the routine in operation. 

Records in Use in the Trust Department. — A brief de- 
scription of the records in use in the trust department in 
connection with individual trusts will probably be helpful. The 
forms most generally used are the following : 

1. Abstract sheet or docket 

2. Asset sheet 

3. Trust ledger 

4. Journal 
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5. Daily settlement sheet 

6. General ledger 

The abstract sheet or docket, as it is sometimes called, 
contains a complete statement of the formation of the appoint- 
ment, together with a summary of the provisions contained in 
the agreement, outlining the authority of the trust department. 
It is also used to show a chronological history of the trust. 

The asset sheet contains a detailed record and list of all 
items of investment held in trust, arranged as to trusts. This 
will show not only the items turned over at the time of appoint- 
ment, but also subsequent investments made for the trust by 
the bank. The basis for the entry of the original items is a 
certified copy of the inventory or appraisement. Subsequent 
investments are, of course, made from surplus cash in each 
case. In some cases separate sheets or records are maintained 
for each type of asset, such as stocks, bonds, mortgages, and’ 
so forth, a separate controlling account being carried on each 
type for all trusts. 

The trust ledger sheet is the account with the individual 
trust and reflects the dollar and cent liability of the trust 
department in each case. It is usually arranged to show total 
invested funds, uninvested funds, and undistributed income, 
controlling accounts being kept on the total of each classifica- 
tion. 

The journal serves as a clearing house for the debit and 
credit memoranda representing debits and credits to the con- 
trolling accounts in the general ledger, as well as to the 
individual trust accounts. All items received and disbursed 
are passed through this or some similar record. 

The settlement sheet is similar to that used in other depart- 
ments and hardly needs explanation, although in some cases 
it is used in place of the journal. The general ledger and its 
accounts are discussed in the next section. 

There will be found, of course, variations of different kinds 
from the records mentioned above, depending on the size of 
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the department, some being more detailed and others being 
more condensed. 

Trust General Ledger. — It will be found that a separate 
set of general ledger accounts is kept by. the trust department 
to record the receiving and disbursement of all funds and assets 
in connection with individual trusts. A trial balance should 
be taken of this ledger when starting the examination, after 
the tr ansacti ons of the day of examination have been posted. 
The trial balance will, in most cases, reflect the following 
accounts : 

Trust Department 
Individual Trusts 

Assets Liabilities 

1. Cash on Hand 9. Undistributed Income 

2. Due from Banks 10. Uninvested Trust Funds 

3. Overdrafts II. Invested Trust Funds 

4. Miscellaneous Assets 12. Commissions 

5. Stocks 13- Interest 

6. Bonds 

7. Mortgages 

8 . Real Estate 

In some cases the liabilities are shown merely as principal 
trust funds and undistributed income, no distinction being 
made as between invested and uninvested trust funds in the 
accounts, although this information can always be obtained 
when desired. Each one of the assets and liabilities shown 
is a controlling account on a number of detail accounts. For 
example, the balance in the Mortgages account in the general 
ledger represents the total investment in mortgages on all 
trusts, while the principal trust funds, or invested and unin- 
vested trust funds, represent the total of all individual trusts 
held. 

Inspection and Verification of Cash. — All cash received 
should be deposited daily; consequently the only cash on hand 
•should be the current day’s receipts or a cash fund placed there 
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by the banking department. If it is the custom to carry a cash 
fund in this department it should be counted in the same 
manner as other cash funds. If it is an imprest fund, that is 
to say, is always maintained at a fixed amount, the cashier 
having at all times vouchers or cash for this fixed amount, it 
can be counted at any time. If carried as regular cash, like 
the cash used by tellers in the banking department, it should 
be counted immediately upon entering the bank. The count 
in any event should be signed by the person in charge of the 
fund to show its correctness and to receipt for its safe return. 
In the event that it is an imprest fund and the count is made 
a week or so after the date of the examination, the balance of 
actual cash on hand should be worked back to the date of the 
examination, a review being made of all receipts into, and 
disbursements from the fund during that period. 

Due from Banks. — In some states trust departments are 
permitted to carry their uninvested funds on deposit, in their 
own banking department, providing bonds are deposited by the 
banking department as security. In other states this is pro- 
' hibited and such funds must be deposited in other banks. These 
bank accounts are in no way assets of the institution and cannot 
be used by them for general purposes. Disbursements can only 
be made for trust purposes. 

The balances on deposit should be verified by direct corre- 
spondence in the same manner as that outlined in connection 
with correspondent banks, it being observed that the other 
bank or banks are carrying these balances as trust funds. Upon 
receipt of the verification a reconciliation should be made of 
the account or accounts. Unless the department is fairly large, 
in which event there will be an effective internal check, each 
disbursement made during the period under review should be 
verified and checked -against proper entry in the cash book 
or register. The cancelled vouchers should be inspected to see 
that they are properly signed, properly endorsed and have been 
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charged against the right trust account. But in any case the 
checks outstanding at the beginning of the period and used in 
effecting a reconciliation at that time, should be obtained and 
checked against the previous reconciliation. This will uncover 
any manipulation that may have been made by overstating the 
amounts of unpaid checks. In some of the smaller trust 
departments many of the records are handled by one person, 
and it would be possible to conceal a shortage by recording a 
check for a larger amount than that which appeared on the 
check, or by recording a check which was not used and later 
manipulate the footings of the cash book or register so as to 
cover it up. 

If the bank account is carried in the banking department 
of the same bank, before completing the examination most of 
the checks which were considered outstanding in the reconcilia- 
tion will have been paid. These should be obtained and 
checked against the reconciliation. Checks which have been 
outstanding for some time, if of any consequence, should be 
investigated and some reason found for their not being pre- 
sented for payment. 

Lack of constant supervision of the cash accounts is apt to 
allow errors to go undetected and may eventually cause dis- 
honesty. The examiner should note that the accounts are 
reconciled at periodic intervals, also that the examination of 
cancelled checks or vouchers and the reconciliation are made 
by some person other than the one who made the original 
record, or if this is impossible, that the reconciliation at least is 
checked by someone else. 

Tests should be made of the cash funds received by the 
bank to see that they are promptly deposited in the bank 
account, as received. The footings of the cash book or register 
used to record disbursements should be footed in detail for the 
period under review, for if anything should be wrong, there 
is usually some adjustment of these columns so that the 
accounts will balance. 
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Verification of Trust Investments There should be on 

file all of the trust investments recorded on the asset sheets 
for each trust. When the examination was started all invest- 
ments including those held in the trust department were sealed. 
These seals should now be broken and the investments 
inspected. In the larger banks it may be necessary to schedule 
them ; in others they can be checked directly to the asset sheet 
or records. It should be remembered, however, that while 
this checking is going on the records should remain in the 
custody of the examiner, until he has completed this portion 
of the work. If this cannot be done, it is best to list the items 
as they are inspected. The loose-leaf or slip method of listing 
described in connection with the verification of loans and 
securities in the banking department can generally be used to 
good advantage, as the slips can first be sorted into kinds of 
assets, such as stocks, bonds, mortgages and real estate, the 
totals of which can be checked against the controlling accounts 
in the general ledger, and can then be re-sorted into the 
different trusts to be checked against the individual accounts. 

One form which has been used with success is shown in 
Figure 50. 

They should be punched to fit a loose-leaf binder and 
under some conditions can be used to good advantage in 
making subsequent examinations of the same bank. 


Trust No. Stocks W Book Value $ 

Bonds - 

Mortgages <-> Par Value $ 

Real Estate - 

Miscellaneous 1 ,- 

Description: 


Exceptions: 


Figure 50. Card for Listing Trust Investments 
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If for any reason it should prove to be impossible to 
examine the securities and other documents at the date of the 
examination of the banking and other departments, the inspec- 
tion may be made at a later date, but all changes in the accounts 
should be verified and the actual inspection should be worked 
back to the date of the examination of the other departments. 
All additions or deductions should be scrutinized to see whether 
the changes were made for the purpose of manipulating either 
the accounts of this department or of the banking department. 

Bonds. — In the examination of the bonds the examiner 
should use the same care as that which he used in examining 
the bank’s own investments. In the case of registered bonds 
the examiner should make sure that they are registered in the 
name of the trust company or bank in its fiduciary capacity. 
In the case of coupon bonds he should make sure that all 
matured coupons have been clipped and that all unmatured 
coupons are attached. It is the custom of most banks to detach 
maturing coupons several weeks ahead of time, and prepare 
them for collection, so that some missing coupons, if any, may 
sometimes be accounted for in this manner. A list of all miss- 
ing coupons should be made, and later they may be checked 
against the clipped coupons held in this department for 
collection. 

In listing or checking the items care should be taken to see 
that the exact name of the bond is obtained, for different 
securities issued by the same company may bear somewhat 
similar names but have widely different values. If the more 
valuable bonds have been taken and those of lesser value sub- 
stituted, this exact checking of the names of the securities will 
reveal the fact. 

Any differences between the bonds examined and those 
listed in the asset record should be looked into very carefully. 
While the examiner is not required to value the bonds, it is 
veil, if he has a working knowledge of their value, to compare 
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mentally the known value with the book value at which they 
are carried in the accounts. In several instances fraud has 
been uncovered through this operation. In one case 150 bonds 
were included in an estate on the basis of $500 per bond or 
$75,000. Fifty of the bonds were taken and the records 
changed so as to show 100 bonds, no change being made 
in the book value. In checking through quickly the examiner 
would sight 100 bonds, note that they were carried at $75,000 
and probably check the item as being in good order. One 
examiner was acquainted with the value of these bonds and 
thought it a little high; an investigation and a comparison of 
the items with the certified copy of the inventory revealed the 
shortage. If the previous examiners had had this knowledge 
they would have observed that the items were apparently over- 
valued and an investigation would have revealed the shortage 
sooner. 

If the bonds are listed on the slips or in schedule form, 
instead of checking them directly against the ledger account 
it is best to list par values of the items examined, and then 
compare them with the book accounts. At the time of the 
comparison the par value will be checked and the book value 
inserted on the slip or schedule. Securities which are con- 
sidered valueless should be inspected and it should be ascer- 
tained that they are properly recorded and that some form of 
control is exercised over them, for while they may be valueless 
at the time, quite often securities which are valueless today 
may become valuable in later years. If they are not properly 
controlled the value is apt to be realized by someone other than 
the beneficiary of the estate. 

A total should then be taken of the book values of the 
securities which have been inspected. This should be taken 
from the slips or from the checked items in the ledger. The 
total should agree with the balance in the Bond account in the 
general ledger. Because of the possibility of manipulation, 
since the current valuation of bonds does not affect the 



288 BANK AUDITS AND EXAMINATIONS [Ch.23 

accounts, it is essential that a control of some kind be had over 
the securities in the trust department, for even though a 
shortage may not cause any large financial loss, it will cause a 
loss of confidence, and confidence is the basis on which the 
trust department is built. To provide this control many banks 
keep the bond account on the basis of book value and on the 
basis of par value; since the par value does not change from 
period to period, there is always a certain amount to be 
accounted for in the par value of bonds on hand. 

Bonds not on hand at the time of examination, which may 
not have been delivered, sent out for sale, or deposited with a 
protective committee, should be verified by direct correspond- 
ence in a manner similar to that outlined for the bank’s own 
securities. 

Stocks. — All stock certificates should be inspected and it 
should be ascertained that all are issued to the trustee in its 
fiduciary capacity. All should be issued in the same manner. 
This is important for quite frequently different lots are issued 
to the trustee with varying titles, and as a result considerable 
difficulty is experienced in transferring them, when sold. 

Ordinarily trust funds cannot be invested in stocks, but if 
the will or trust agreement specifies the investments which may 
be made, it is permissible. Consequently all new investments 
in stocks should be scrutinized to see that they are in accord- 
ance with the conditions of the trust, otherwise the investments 
are apt to be illegal. 

Amortization of Bond Premiums. — It is fairly well estab- 
lished in most states that any premiums paid out at the time 
a bond is purchased must be amortized over the life of the 
bond, so that when the bond is redeemed at par value a loss 
will not be charged against the principal of the estate. The 
handling of discounts in the same manner, so as to spread the 
discount over the life of the bond and distribute it to the 
income of the beneficiary, is not so well established, 
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The practice being followed in the state in which the trust 
company is located should be learned and the practice of the 
bank compared with it. In many cases discounts and premiums 
are charged against the principal of the estates, with very little 
loss or profit to the principal of the estate, but where large 
blocks of bonds are bought with a fairly large premium, it is 
best to see that the practice established by the courts is being 
followed. In several instances trustees have been held liable 
for not withholding from the current income a sufficient 
amount to make good the loss caused by the paying out of the 
premium. 

Verification of Mortgages. — In the inspection of mort- 
gages held for the various trusts it should be observed that all 
mortgage investments made by the bank are drawn or assigned 
in such a manner as to identify them as trust assets. The total 
of mortgages examined should equal the balance in the Mort- 
gage account in the general ledger, while the individual items 
of each trust should also be accounted for. As stated in a 
previous paragraph the mortgages may be checked directly 
against the ledger account or may be listed by the examiner. 
Those not on hand should be verified by direct correspondence. 

Except on mortgages turned over to the trust department 
at the time of the appointment all should be first liens and 
should be held in a fiduciary capacity. In addition the mort- 
gage should be accompanied by a brief of title, appraisal and 
evidence that fire insurance is in force payable to the trust 
company for the trust. The appraisals should be examined 
to note that they are in order and that the properties are reap- 
praised at intervals. The percentage of appraised valuation 
in making loans should be obtained and it should be noted that 
the amount of the mortgage does not exceed this limitation. 
It should also be ascertained that the payment of taxes and 
assessments is periodically verified. In general, the same 
inspection should be made of the trust department mortgages 
as is made of the bank’s own mortgages. 
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A list of exceptions to the above items should be prepared 
and included in the report. Loans in arrears of interest for 
six months or more should be listed for attention. 

Of course, the mortgages could be verified by direct corre- 
spondence but this is not always successful. If it is desired 
to verify them it should be done through one of the officers 
or directors so as not to create any false impressions in the 
minds of the mortgagors. Some trust departments arrange 
to verify their mortgages at periodic intervals at the time the 
interest is paid. 

Very often the trust department will participate in mort- 
gages issued by the banking department and vice versa, the 
interest therein being represented by participation certificates. 
Again the trust department will make an investment in a large 
mortgage, which is then split among several trusts. The 
examiner should see that the participation certificates or decla- 
ration of interest is in proper form and is properly recorded. 
The extent of the participation should be noted in or on the 
mortgage, to prevent the mortgage being taken in at one point 
at its complete value and then again at a portion of its value. 
Particular attention should be given to see that the mortgages 
in which other trusts or departments participate have been 
examined and are in good order. 

Verification of Real Estate. — It is the custom of many 
trust companies not to carry real estate items at any value in 
their accounts with the different trusts; the different parcels 
of real estate being listed, but not extended at any dollar and 
cent value. In order, however, to provide a mathematical 
control on this class of items they should appear on the books 
at some value; the appraised value at the time of appointment 
is generally the best basis to use for this purpose. This should 
be done so that the verification of income, payment of taxes 
and insurance will be complete for all properties in the custody 
of the trust department. Deeds should be on file for all prop- 
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erties, while insurance should be in force for protection from 
loss of fire or liability. In a well-conducted department it may 
not be necessary to check all insurance policies, but in the 
smaller departments all should be examined in detail. 

Miscellaneous Assets. — These will include, among other 
things, notes and accounts receivable and jewelry. It should 
be determined that the items are on hand, and it is equally 
important to see that there is some method in use to check up 
on the prompt recording of the receipt of these items. In the 
case of notes and accounts particular reference should be given 
to the proper recording of partial payments on accounts, to 
prevent .the possibility of someone withholding these partial 
payments from the bank’s records. 

In the case of miscellaneous assets it is usually best to 
check the items in detail from the asset sheet. Any exceptions 
or items found not listed in the accounts should be investigated. 

Supervision o£ Investments. — The care given to invest- 
ment of trust funds should receive attention. Usually the 
investments are under the care of a committee, which approves 
all new purchases. It is best to check new items of investments 
against the minutes of this committee. It should be noted 
whether periodic reviews are made by the committee of all 
investments held, to ascertain the need of reinvesting, if any. 
The examiner should be familiar with the state regulation of 
investment of trust funds, or with the special provisions con- 
tained in will or agreement, to ascertain that the new invest- 
ments made are legal and in accordance with the provisions 
of the trust. 

Principal of Trust Funds. — A trial balance should be 
taken of the trust ledger showing the principal and undis- 
tributed income held for each account. The totals should agree 
with the controlling accounts carried in the general ledger. 
The control on the principal is built up from the inventories of 
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assets turned over at the time of appointment, and in some 
cases it may be advisable to check all postings to the controlling 
account. In some cases it will be found that the control on 
the principal funds is split into invested trust funds represent- 
ing the investment in stocks and bonds and uninvested trust 
funds, represented by cash on deposit. 

In some isolated cases it will be found that no control is 
carried on the invested funds, the only account on which a 
control is carried being the cash account and the only record 
here being that of the receipt and disbursement of cash. In 
such cases it is very difficult to check the accounts of the trust 
department without consuming a great deal of time, and even 
then the work cannot be done with any great degree of satis- 
faction, for to be done properly it is necessary for the examiner 
to build up a set of double-entry accounts from the transactions 
which occurred during the period, which means practically 
writing up a new set of records, which should have been 
maintained in the first place. 

The total undistributed income as taken from each account 
should be obtained and compared with the controlling account ; 
the detailed verification of its computation is not always 
necessary. 

Necessity of Checking Back to Original Source. — How- 
ever, even when the examiner has checked all securities and 
assets on hand and found them to be in agreement with the 
items shown in the ledgers and accounts, he cannot state that 
everything has been accounted for in the trust department. 
The entire examination thus far is based on the book records. 
If these are incorrect, whether from intention or otherwise, 
the purpose of the examination will not have been gained. 
It is necessary in addition to go back of the original entries, 
get the receipts for securities delivered to the trust department, 
and authenticated copies of the inventories of estates, so as to 
prove that all items turned over to the trust department appear 
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on and have been credited to the proper trusts. This cannot 
be done from an inspection of the accounts, for it may be that 
certain items have not been taken into the accounts. 

In the smaller trust departments, where a detailed verifica- 
tion of this kind is almost a necessity, the receipts and copies 
of inventories can be obtained and the credits to the various 
estates and trusts can be traced through. On the first exami- 
nation this should be done for all trusts then held by the bank. 
On subsequent examinations it would only be necessary to 
check out the new trusts accepted during the period. 

In the larger departments, lack of time will prevent a 
detailed checking from the original records through to the book 
accounts, but in such cases there should be an effective internal 
1 outine which would insure that all items received by the bank 
were properly and promptly accounted for. If this is not being 
done, it is best to check each trust out in detail, as in the smaller 
departments. 

The general conduct of the department should be observed 
to note that it is being operated in a manner which will not 
eventually cause a loss to the company. The system of records 
should be briefly reviewed to see that they are kept in such a 
manner that complete details of any of the transactions may be 
obtained from them, now or twenty years from now. All the 
records maintained should contain complete descriptions, so 
that the entire history of a trust may be obtained from the 
accounts. Along the same lines the efforts at mathematical 
control and the prevention of errors should be ascertained 
Such points as these: Are the books kept in control? Are daily 
or frequent statements of the trust department prepared? Are 
the individual accounts balanced periodically with the control* 
ling accounts? should be investigated. It should also be ascer- 
tained whether or not legal opinions are obtained from compe- 
tent counsellors covering all legal matters and points on which 
there are apt to be differences of opinion. It is usually best to 
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get such opinions in writing and file them with the documents 
in the case. 

Overdrafts — Overdrafts in the trust department arise 
through the disbursement to beneficiaries of income or prin- 
cipal which has not been collected, usually income. They may 
occur also when charges are paid for the estate and there is as 
yet no income from which the trust department can reimburse 
themselves. This condition exists in the case of real estate, 
where taxes and other charges may have to be paid, immedi- 
ately, although the income from the real estate may not be 
received for a period of several months. In the ordinary 
course of affairs, there should be no overdrafts, but they will 
occur. When found they should not be deducted from undis- 
tributed income, but should be shown separately as overdrafts 
on the asset side of the trust department statement. 

Each overdraft should be investigated and the reasons for 
granting it ascertained, particularly in the case of principal 
overdrafts. Of course, this does not apply to the cases in 
which disbursements have been made for taxes and other 
necessary expenses, as noted above, although if these disburse- 
ments have been for a large amount, the examiner should 
satisfy himself that there will be current income against which 
they may be charged. The overdrafts which have existed for 
a period of over three months should be listed and included 
in the report. Quite often there are good human and business 
reasons why the trust department should pay out income or 
principal before it is received, but in some cases this is apt to 
become habitual. If any such cases are found they should be 
called to the attention of the directors, for such practices will 
cause trouble and perhaps financial loss. 

If overdrafts are allowed to exist for any length of time, 
they are causing a loss in interest to the accounts having unin- 
vested funds on deposit, and the means of recovering this, if 
any, so that the other accounts may not suffer, should be 
ascertained. 
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Verification of Collection of Income on Trusts. — Most 
banks route their new trusts so that a complete tickler file for 
the collection of income on the trust is prepared. In ordinary 
examinations the examiner must resort to test checks to 
ascertain that the income is being collected and credited to the 
proper accounts. The accounts tested should be those in which 
all or a large portion of the income is allowed to accumulate 
for a number of years. Accounts from which all income is 
distributed periodically check themselves to a certain extent, 
for most beneficiaries see that they receive all that to which 
they are entitled. 

The examiner should make sure that the record of income 
collected is kept in a clear manner. Thus, the dividend number 
and rate should be shown, not merely the fact that a dividend 
was collected; in the case of interest the date of the interest 
coupons ; in the case of mortgage interest, the period covered. 
This should be done to enable the examiner to review the 
account, and without checking back to other records see that 
interest has been collected, that all dividends follow in con- 
secutive order. 

The detailed verification of interest, dividends and rents 
is practically impossible by an external examiner. It is mani- 
festly the work of an internal auditor, or where an auditor 
is not carried, the work of some person not connected with 
the trust department. But the examiner must satisfy himself 
that the department is checking the receipt of all income, not 
only to prevent dishonesty, but also to prevent errors. In the 
operation of one method followed with good results credit 
tickets are prepared in advance for all income and are released 
as the income is collected. Uncollected income is represented 
by tickets on hand. 

Distribution of Trusts — The matter of distribution of 
either income or principal is of vital importance to the bank, 
for losses attendant upon improper or incorrect distribution 
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must be borne by the trustee. Accordingly, disbursements of 
income from trusts should be checked in detail, if necessary ; 
if not, a number of tests should be made. All disbursements 
of principal during the period under audit should be verified. 

The authorizations for distributions of principal will be 
found in the will or trust agreement, which should be reviewed 
very carefully. Releases should be on file for all items, and 
in the case of distributions to minors, it should be noted that 
a properly appointed guardian has accounted. for the payment. 

In this connection the allocation between principal and 
income of stock dividends, sales of stock rights, and special 
dividends should be considered. A portion of all such extraor- 
dinary distributions by corporations belongs to the principal 
and most courts have issued ruling decisions on the subject. 
The examiner should ascertain the procedure being followed 
in the state in which the trust company is operating and observe 
that this practice is being followed by the department he is 
examining. 

The question of overdrafts arising from the disbursement 
of cash before it is collected or realized has been previously 
covered. 

Corporate Trusts. — Besides acting in a fiduciary capacity 
for individuals, trust companies and banks having properly 
organized trust departments are also empowered to act in the 
same position for corporations. If there is enough of this 
business in a bank it is transacted by a separate department, 
known as the corporate trust department, otherwise it is 
handled by the regular trust department. In any event the 
accounts of the corporate trusts, usually only cash, are kept 
entirely distinct from those of the banking or individual trust 
departments. 

Trustee for Bond Issues — Trust departments may serve 
corporations in a number of ways, but the most usual is as a 
trustee under a mortgage bond issue. The mortgage is made 
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to the trust department for the benefit of the bondholders, 
while the original issue and subsequent reissues of the bonds, 
if any, are certified to by the trust department as trustee. The 
trustee has the duty of preventing the issuance of any bonds 
in excess of the authorized issue. 

The records maintained on each trust consist of an abstract 
of the agreement appointing the trustee and detailing his duties, 
powers and fees, as well as a record showing the disposition 
of all the securities of each issue. As the trustee’s duties and 
obligations are often many and complex, steps are usually taken 
by the trust department to see that all legal and technical 
formalities have been complied with, before accepting the 
trusteeship. Also, while there is no actual financial connection 
between the trustee and the issuing company, on account of 
the close legal connection the names of both are usually con- 
nected by the prospective purchaser of the security. It is to 
the interest, therefore, of the bank not to submit to any trus- 
teeships before a careful investigation is made of the issue 
and the issuing corporation. The examiner should ascertain 
that both these points receive attention. 

The examiner should also ascertain that the legality of each 
corporate issue is ascertained and that the necessary corporate 
procedure in connection with the appointment of the trustee 
has been carried out by the issuing corporation. There should 
be on file the original or a certified copy of the instrument 
creating the trust as well as the following papers: 

1. Certified copy of charter, to show the legal existence of 

the corporation. 

2. Certified copy of by-laws. 

3. Certified copy of the minutes of the meeting or meetings 

at which the execution of the mortgage and the appoint- 
ment of the trustee was authorized. 

4. Certified copy of the minutes of the meetings at which 

the officers who sign the mortgage and bonds were 
elected. 
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5. Specimen signatures of the above officers. 

6. Order of public sendee, or other public body having 

jurisdiction over the corporation in question. 

It may be impossible, of course, at the first examination 
to determine that all of these details are in order. However, 
if there are not many corporate trusts, all of them should be 
completely reviewed. In the event that a series of examina- 
tions is to be made, all corporate trusts should be inspected 
at the first examination, and thereafter only the new trusts 
need be examined in detail. In well-organized departments it 
would not be necessary to check these at all; it would be suffi- 
cient merely to observe that it is the practice of the company to 
follow of its own accord the procedure outlined above. It is 
only in the smaller departments where new trusts are handled 
at long intervals that it would be necessary to give any length 
of time to these details. 

The Total of Corporate Trusts. — A list should be made 
from the abstracts of all corporate trusts which should show 
the name of the corporation, the authorized issue, and whether 
or not the trustee is required to carry the sinking fund, if any. 
The total of these items represents the “corporate trusts” of 
the bank. The examiner must first see that certain formalities 
have been complied with and then that all securities turned over 
to the trust department have been properly accounted for. 

As a rule the bonds are sent direct to the bank from the 
engraver and the total bonds on which the bank is trustee 
should be accounted for in the following manner: 


Total bonds certified and outstanding $ 

Held by trustee: 

1. Cancelled $ 

2 . Held for sinking fund 

3. Uncertified 

4. Certified and unissued $ 

Held by corporation: 

5. Unissued $ 

6. Cancelled 

7. Cremated $ 

$z~ 
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Inspection of Bonds on Hand — All bonds of any kind 
held by this department at the time of examination should 
have been sealed. The seals should now be broken and the 
items listed or checked against the record kept by the bank. 
If listed in schedule form, the schedule should be arranged so 
as to show cancelled bonds, uncertified bonds, certified bonds, 
held for sinking funds, and items received the day of exami- 
nation for change from one form to another. Totals should 
be obtainable on all of these groups for each issue, which 
should then be compared with the ledger account of each issue. 
If checked directly to the ledger account it will be found that 
this account is kept with each issue and reflects on the basis 
of par value the following classes : 

x. Bonds received 

2. Bonds certified 

3. Bonds delivered 

4. Bonds cancelled 

5. Bonds outstanding 

Any differences should be investigated. 

Receipts should be on file for bonds certified and delivered 
and for bonds cancelled and returned to the issuing company. 
Cremation certificates for all cancelled or other bonds cremated 
should be inspected. 

From these sources all bonds received by the bank should 
be accounted for, and the statement shown on the preceding 
page checked. 

Collateral issues should be treated in the same manner as 
above and in addition the collateral, if it is stocks or bonds, 
should be inspected,, listed and compared with the records. 
These securities should be held either under power of attorney 
or else be registered in the name of the trustee. If substitution 
is permitted and has been effected, it may be necessary for 
the examiner to ascertain that the value of the new collateral 
is equal to that of the old. 
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Control of Securities. — The control, if any, of securities 
in this department should be examined very thoroughly, for 
sometimes, because of lax methods, it is possible for bonds 
to be abstracted and used personally by employees, with loss 
or discredit to the bank. 

Sinking Funds. — A list of all issues on which the trust 
company has been appointed to take charge of the sinking fund 
should be made. It should be noted that the provisions of the 
various agreements are being carried out. If the sinking fund 
consists of cash, it should be on deposit with other banks or 
with the banking department of the trust company. The cash 
should be verified, and at the same time direct confirmation 
should be obtained of the amount that should be in the sinking 
fund, unless the examiner can verify it completely from the 
copies of agreements on file with the bank. If the sinking 
fund consists of part cash and part bonds, or other securities, 
which are carried as live investments, they should be inspected 
and verified either by correspondence or through the agree- 
ments on file. As a rule, direct confirmation by the company 
issuing the bonds is not always necessary. 

Agency Division of Corporate Trusts. — The corporate 
trust department may also be called upon to act as fiscal agent 
of a corporation to pay interest or dividends. The corporation 
deposits the amount required to pay interest or dividends on 
outstanding stocks and bonds. In the case of dividends the 
checks are sent out to stockholders by the bank and charged 
against the deposit made by the corporation. In the case of 
bonds, checks are sent to holders of registered bonds, while 
in the case of coupon bonds, the maturing coupons are pre- 
sented to the bank for payment, and charged against the 
deposit made by the corporation. At intervals the coupons 
and checks properly cancelled are returned to the corporation, 
from which a receipt is obtained. A petty cash fund is also 
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maintained in this department for the purpose of paying in 
cash coupons which may be presented by holders. When the 
fund is reimbursed the deposit of the issuing corporation is 
charged. 

The amounts deposited by corporations for payment of 
interest or dividends during the period covered by the audit 
should be scheduled, and the charges against them should be 
verified by an inspection of the receipts for the return of 
cancelled coupons and checks, and paid coupons and checks 
on hand. The difference represents the outstanding items and 
should equal the total amount on deposit at the date of the 
examination. 

The account or accounts in which cash balances are carried 
should be verified by correspondence, or inspection of the 
account, if it is carried in the banking department of the same 
bank, and reconciled as of the date of the examination. The 
cash on hand should be counted and notations made of any 
improper items found in it. 

The manner in which coupons are handled should be 
reviewed, as in some cases it has been possible for coupons 
which have been paid to be abstracted and presented for 
payment again. 

As Registrar and Transfer Agent. — Some trust companies 
enjoy a considerable revenue from their services as registrar 
or as transfer agent. Usually the two functions for a par- 
ticular corporation are performed by two separate banks. The 
examiner is not concerned with this except to make an exam- 
ination of the routine, to see whether the bank is being prop- 
erly protected in the handling of the securities, and whether 
proper control is exercised over the accounting of items 
disbursed for the account of the corporation. 

In the smaller departments where it is not possible to 
arrange the duties of the various clerks so that one acts as a 
check on the other, it may be necessary, in the case of the 
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transfer agent, to check the total of cancelled certificates with 
the total of new certificates issued in the case of each company. 
In the case of the registrar it may be necessary to check the 
registered certificates as a total against the authorized issue 
in each case. 

Income from Trust Department. — The collection of in- 
come from this department, usually on a fee basis which may 
be different in each case, should be traced through to the 
general books. Usually this income is collected and kept on 
the books of the trust department and transferred periodically 
to the general books. 

In most cases it will be sufficient to test check the fact that 
proper charges have been made for commissions or fees, 
although in some cases it will be necessary to ascertain that a 
fee has been collected or has been charged against each trust 
in existence at the time of the audit. 

In some of the trust companies an accounts receivable 
sheet is opened up for each trust, both corporate and individual, 
and as the fees are earned they are charged against this account. 
Miscellaneous expenditures made for the account of the trust 
are also charged to this account. As the income is received 
by the trust a disbursement is made to cover the total of these 
charges. When this method is followed it is an easy matter to 
check the trust department earnings by noting whether there 
is an accounts receivable sheet for each trust and whether a 
charge has been made for the current year or period. If neces- 
sary these items may then be checked back to the monthly 
analysis sheet and from there to the general ledger account, to 
make sure that the item has not been posted to the accounts 
receivable sheet without being taken into account on the general 
ledger. 

As a general rule all postings to accounts in the general- 
ledger should be checked to their source, although if the detail 
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records of the department are not accessible to the general 
ledger bookkeeper, this may be dispensed with. 

Errors of Omission and Commission. — Possibility of loss 
through stolen securities, through income collected on different 
trusts but not credited to their account or otherwise, is to be 
faced at all times. It is usually impossible, except in the 
smaller trust departments, for the external examiner to come 
in and check through all items with any degree of satisfaction. 
For one thing it would require a great deal of time, which 
would be expensive. This lack must be made up by an internal 
check or routine which will guard against errors and manipu- 
lation as the transactions occur. 

The most effective check is through an internal auditor, 
who would audit the transactions daily, but this is not always 
possible or desirable. At least, however, separate and indi- 
vidual controls should be effected on cash, on securities and 
on records. 



CHAPTER XXIV 


SAFEKEEPING AND SAFE DEPOSIT 
DEPARTMENTS 

Safekeeping Department. — Many banks in the smaller 
cities accept securities, important documents, and sometimes 
other valuables from their customers for safekeeping, such 
articles to be given the same care and protection as the bank’s 
own property and to be delivered to the customer when desired. 
Usually no charge is made for this service, although it often 
places a great responsibility on the bank. 

A modern bank, in an effort to protect itself as much as 
possible, will have special records for the purpose of recording 
the receipt and delivery of such documents and securities con- 
signed to their care. In many instances, however, it will be 
found that very little record or none at all is made of either 
the receipt or delivery of these documents. This, despite the 
fact that in a good many banks the value of the stocks, bonds 
and papers deposited with them for safekeeping runs up into 
large figures. 

About three years ago, a small bank with a capitalization 
of $150,000 discovered that its cashier had misappropriated 
to his own use Liberty bonds to the value of $600,000 which 
had been deposited with the bank for safekeeping. The short- 
age had to be replaced by the stockholders and directors. It 
was found that the cashier was in the habit of accepting the 
bonds without making any permanent record of the transac- 
tion, merely scratching on a letter head “Received from 

- Liberty bonds $5,000,” dated and 

with his signature under the bank’s name, and giving this to 
the customer as a receipt. Eventually the cashier saw ho\y 

394 
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easy it was to use these bonds for his own purpose and he 
could, not resist the temptation. 

Necessity for Complete Records — This sam e condition is 
apt to exist in any bank where there is not some hard and fast 
rule for accepting and delivering securities or documents for 
safekeeping. Some form of duplicate stub receipt book should 
be used, one part filled out and delivered to the customer and 
the other retained by the bank as a record of its liability. If 
at all possible a “two-man control” should be exercised on the 
acceptance and delivery of securities. This would eliminate 
the possibility that the person receiving the securities will mark 
one amount on the receipt given to the customer and a different 
amount on the one retained by the bank. 

Regardless of the method used to record the safekeeping 
items, there should be a record which will show the name and 
address of the person depositing the items and a detailed list 
showing the numbers and a sufficient description of the items 
deposited. This should be kept up to date at all times, showing 
withdrawals and receipts. If that is done the bank will be 
assured of having a complete record of its safekeeping items 
and the examiner will have a clear record with which he can 
check the items on file. 

Inspection of Securities — All safekeeping items should 
have been sealed when the examiner enters the bank, and kept 
sealed until reached in the course of the examination. Other- 
wise it may be possible for someone in the bank to borrow 
securities from the safekeeping file for the purpose of making 
good temporarily a shortage in the bank’s own investments or 
collateral pledged on loans by customers. As it is entirely 
possible that customers may require their securities during the 
course of the examination, the examiner should be prepared 
to unseal and to deliver to the customer whatever he requires, 
making a complete record of all withdrawals, at the same time 
making certain that they are proper. 
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The envelope marked with the customer’s name should he 
compared with the record maintained by the bank showing the 
papers and securities deposited. All items inspected should 
appear in this record. It is not necessary to open sealed envel- 
opes, provided the seals are intact. Any exceptions or differ- 
ences found should be prepared in schedule form for inclusion 
in the report. 

In exceptional cases it will be found that the safekeeping 
files are in a very upset condition. In this event it may be 
necessary to secure verification by direct correspondence with 
the customers of the bank to determine what has been deposited 
and by whom. The results obtained from this method are 
not very satisfactory, however. It should only be done as a 
last resort and after due authorization from the directors; 
otherwise it may cause the bank serious damage especially 
because the banks having the most trouble with their safe- 
keeping department have a number of foreigners to deal with. 
A better plan is to have one of the officers or directors write 
a personal note requesting the customer to stop in for the 
purpose of reviewing the documents he has deposited with 
them; no mention being made of the examiners. As the cus- 
tomers come in, they can be interviewed in the presence of 
one of the examiners. In banks where the bulk of the cus- 
tomers can understand and appreciate the necessity of external 
xaminations, verification will be successful, but not otherwise. 

Auditing All Transactions. — In a bank where it is not 
possible to maintain a two-man control on safekeeping and 
where the amount involved is considerable, it may be wise to 
make a complete audit of all transactions involving safekeeping 
for the period covered by the examination. Thus for the list 
checked and verified in the previous examination there should 
be duplicate copies of receipts given customers for all additions 
and there should be receipts signed by customers, together 
with the original receipt of the bank for all withdrawals. 

During the course of the audit, the examiner should ascer- 
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tain whether a periodic audit is made of these securities by 
the bank itself. This is usually one of the weak points in the 
bank’s organization. Strange to say, it is very seldom given 
more than passing attention until something happens. The 
papers accepted for safekeeping are usually given by the bank’s 
customers to one of the officers, who sometimes believe they 
can safely disregard “red tape” with the result that no record 
of the transaction is made. The directors either do not know 
of the danger to which the bank is being subjected, or else 
realize it, but do not care to start an argument about it. If this 
is the case, the least that can be done in safeguarding the bank’s 
interest is to audit and compare the records with the documents 
on file at periodic intervals. While this will not always show 
up any wrong doing, it has a certain moral effect, which is a 
great help in keeping the entire organization in line. If the 
examinations are persisted in and all withdrawals scrutinized, 
any manipulation will eventually be found. 

Since loss from this department of the bank is very apt 
to occur from theft, negligence, or collusion, the bank should 
be properly protected by insurance covering this specific item. 
The majority of bankers believe they are covered by their 
regular or general insurance, but sometimes find, when they 
present a claim against the insurance company, that they were 
mistaken. The examiner should investigate this point, and 
if he finds that the bank is not covered should recommend that 
the item be given immediate attention. 

If he finds that the records and methods in use would per- 
mit of manipulation he should recommend changes so that 
the bank’s interests will be safeguarded so far as it is possible 
to do so. Very often the examiner can point out to the officers 
and directors, how by showing their customers the advantages 
of safe deposit boxes, they will not only be relieved of a heavy 
responsibility, but will be able to turn this department into a 
revenue producer for the bank as a whole. 
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Irregularities of any kind should be listed in schedule form 
and included in the report to the directors. 

Safe Deposit Department — In renting safe deposit boxes 
a bank sometimes assumes considerable responsibility unless 
it takes steps to protect itself. In some cities separate com- 
panies are formed for the operation of the vaults. It is no 
part of the examiner’s duty to review the safe deposit box 
procedure from a legal standpoint ; that is the work of counsel. 
However, he should scrutinize the procedure to see that ordi- 
nary precautions are taken in obtaining agreements at the time 
the box is rented, keeping a record of visitations, and using a 
form of receipt for rentals which may be readily verified. 

The examiner is primarily interested in the verification of 
earnings from this department, from rentals of boxes, which 
are paid in advance, generally for one year. A receipt of some 
kind is given at the time the rental is paid by the customer. 
These should be totaled and the resultant amount should be 
accounted for in the cash book of this department, or in the 
general books of the bank. 

Of course a better check could be obtained by taking the 
record of boxes and seeing that rentals have been collected 
on each one, after allowing for delinquent rentals, but this will 
require a much longer time. Usually a system can be put into 
effect which will enable the income to be verified either from 
duplicate copies of the bills sent out, or from receipts issued. 



CHAPTER XXV 


TITLE INSURANCE AND SURETY DEPARTMENTS 

Title Insurance. — Many state banks, particularly trust 
companies, operate a department for the insurance of titles 
to real estate. The examiner is not particularly concerned with 
the department except as to the possible liability on titles which 
have been insured and the correct accounting for the income 
earned by it. There is also the liability on unsettled claims, if 
any, to be considered. 

In the title insurance department will be found what is 
known as the “title plant,” which consists of an abstract of 
every deed, mortgage, sheriff's sale and lien of record relating 
to property located in the section in which it operates. It is 
the practice of some companies to carry the title plant on their 
books at a nominal value, and sometimes it does not appear on 
the books at all. In some other cases it is carried at the actual 
cost of title searches, procuring abstracts and other necessary 
expenses. If carried as an asset, the examiner should ascertain 
that only legitimate items have been included in the account. 
As the major portions of charges to the account will consist 
of salaries of title searchers and others, it may be seen that if 
a portion of their time is spent at the bank on other work, it 
would not be proper to capitalize the entire amount of salaries. 
A portion should be charged to the expense accounts. 

A conservative bank will charge off a portion, at least, of 
the cost of the “title plant,” from year to year, although in 
some cases a complete title plant for a particular section may 
be very valuable, not only intrinsically but also from an income 
producing viewpoint. On the other hand, a new title plant in 
a section already served by several good title insurance com- 
panies, may be valueless for the first few years. In the latter 
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case, it would be best that the cost should be charged off, 
although usually to do so would show a large loss. Generally 
the costs are accumulated for a few years, and then the value 
is reduced to one which measures the estimated earning power 
of the department. 

Contingent Liability on Title Insurance — In issuing pol- 
icies the company is assuming a responsibility which may or 
may not have to be met. Unlike other forms of insurance, 
there is no way in which to figure a reserve on a mathematical 
basis which will take care of the liability should it arise. This 
fact is recognized and in some companies separate companies 
have been formed to take care of the insurance feature. In 
the “Modern Trust Company ” 1 the comment is made “that the 
assumption of vast risks contingent on the future is not 
compatible with the absolute security, which is essential in the 
transaction of legitimate trust business.” 

As a matter of protection to the other departments of the 
bank, a fair sized reserve should be carried. If the title insur- 
ance department has been in existence for a number of years, 
a list of losses since organization is easily obtainable. The 
total of these losses when compared to the fees collected during 
the same period is slightly indicative of the portion of each 
fee that should be carried to a reserve account. Some institu- 
tions carry the entire profit from this department to a reserve 
account until they have accumulated a large reserve. In this 
way earnings are not taken in by the banking department only 
to be paid out as losses in subsequent years. 

Unsettled Claims — Unsettled claims under policies should 
be ascertained from the departmental records and a reserve 
provided for the specific claims, or the examiner should satisfy 
himself that the regular reserve carried is sufficient to absorb 
the anticipated losses and allow a margin for future losses. 

.11 1 Trust Company,” by Kirkbride, Sterrctt and Willis. The Mac- 
millan Company. ’ 
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Of course, if the officer in charge of the department cared to 
do so, he could withhold from the examiner the data on unset- 
tled claims and no one would know of it. But, that is only 
another reason why a good reserve should be carried. 

Accounting for Income — As the policies are issued they 
are entered in some form of a register showing the policy 
number, date, property, and perhaps other information, together 
with the amount of the fee. The total of the fees should be 
obtained and this will constitute the gross income of this 
department. All items should be footed in detail by the exam- 
iner; the footings made by bank employees should not be 
accepted as final. 

In most banks it is the practice to turn the income over 
daily to the banking department. In many banks, however, it 
is the practice to have the title insurance department carry a 
separate cash account, which will be found in the customers’ 
accounts with deposits. All receipts are deposited in this 
account and at intervals a check is drawn for a round sum and 
turned over to the banking department to be taken up as 
income. In this way the income which appears on the general 
books is controlled and the true income is not reflected. Thus, 
if the income for the period was $25,000, there might be 
$15,000 turned over and the balance carried forward until 
some later period. Usually only a few directors know of it 
and very seldom, if ever, do the stockholders know of it. For 
a number of reasons this practice is not to be commended. 
For one thing, the true income for a particular period is not 
being stated, and a comparison of the figures for a number 
of periods will not reflect true conditions. Again, practices 
of this kind become known to clerks in the bank, the motives 
behind them are misinterpreted and sometimes the clerks are 
impelled to do some manipulation on their own account. 

Some banks excuse the practice by stating that the account 
is handled in this manner in order to create a reserve. If 
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this is so, it is much better to take the true earnings into 
account and provide a reserve from them for the amount 
considered desirable. This will enable the bank to state its true 
earnings and the bank will receive credit for its conservatism 
in providing such a reserve, which otherwise it would not. 

When the examiner finds an account, such as that described, 
in the depositor’s ledger, it should be taken out and either 
carried to the Undivided Profits account, or shown as a reserve 
as the board of directors may desire. 

In some cases the salaries, fees and expenses of this depart- 
ment are paid from their special account ; in other cases they 
are paid through the general funds of the bank. In either case 
the disbursement for these items should be inspected and it 
should be ascertained that all items have been properly 
approved and that they are supported by vouchers in proper 
order. 

Fidelity Insurance and Surety Department. — Among 
other departments carried by some trust companies is the 
surety department, which issues fidelity insurance and acts as 
surety on official and other bonds. It is the practice of most 
of such departments to assume no risks on which they are not 
properly protected by adequate security, but the examiner 
cannot take this for granted. 

The fidelity or surety bonds as they are issued are recorded 
in a register in consecutive order. Usually an analysis is 
kept showing the liability of the bank on different risks such as : 

Contract bonds 
Treasurer’s bonds 
Fiduciary bonds 
Public official bonds 
Court bonds 

The records kept by this department should be reviewed 
to see that they are kept in good order and that they reflect all 
risks assumed. In a few cases it may be found that while a 
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record is made of the risk when assumed, no record is kept 
of the outstanding liability on open risks. It is necessary that 
this be ascertained and it may be obtained from the register 
previously mentioned, as when the bond is released or cancelled, 
a notation to that effect is made on the line on which the 
original entry was made. All open items would represent 
outstanding risks. 

Conservative banks obtain proper security when the bonds 
are issued, or else reinsure all or a part of the risk with some 
other company. If bonds have been issued without this being 
done, the examiner should ascertain what steps have been taken 
as a matter of protection to the bank. If time permits an 
analysis of outstanding risks should be made, grouped in the 
following classifications : 

1. Bonds on which premiums were paid $ 

2. Bonds on which premiums were waived $ 

3. Bonds on which bonds are held $ 

4. Bonds on which risks have been reinsured S 

5. Bonds on which collateral has been deposited.. $ 

6. Others $ 

Collateral and bonds deposited should be inspected to see 
that they are in proper order, and in form for liquidation by 
the bank if necessary. The control of securities deposited, so 
as to prevent their misuse, should be ascertained. 

Released and Cancelled Risks. — Where audits are heing 
made continuously it is a good plan to check all releases and 
cancellations during the period. In any event the examiner 
should satisfy himself by tests that evidence of a satisfactory 
nature is on file showing that the liability has ceased. 

Reserve for Future Liabilities. — The income from pre- 
miums collected should be ascertained from the register, which 
will show the premium collected on each bond, if any. These 
items should be footed in detail and traced to the general books. 

In this connection the reserve for losses should be consid- 
ered. Some banks do not take any premiums in as income until 
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they are released from their liability on the bond. Others 
carry a certain portion of the premium to a reserve account. 
Of course, in cases where the risk is reinsured with other com- 
panies, the bank is relieved of liability and the difference 
between the premium collected and the premium paid to the 
reinsurer should be taken in as profit. However, regardless 
of the method followed a substantial reserve should be carried 
to absorb losses which may and will develop. A list of losses 
over a number of years will show whether the department is 
assuming heavy risks and whether or not it is protecting itself. 



CHAPTER XXVI 

FOREIGN EXCHANGE DEPARTMENT 

Work of the Foreign Exchange Department. — In a few 
banks the examiner will find a department organized for the 
purpose of buying and selling foreign exchange, and to finance 
imports and exports, but in the majority of cases banks do not 
carry this department. The issuance of letters of credit and 
the making of acceptances are handled through the regular 
banking department, which has been discussed in Chapter XIII, 
and dealings in foreign exchange, when required are dealt in 
through a correspondent bank. In New York, Philadelphia, 
Boston, San Francisco and other seaport cities, a number of 
the banks have highly organized departments which devote 
their efforts solely to foreign exchange. 

The dealings and transactions are somewhat complex when 
viewed as a whole, although the basic idea is the buying of a 
commodity (foreign exchange) and the selling of it at a profit, 
at the same time keeping accounts with foreign banks and 
bankers in such a condition, as to provide properly for the 
needs of customers . 1 

The Foreign Exchange Account on the General Books. — 
When this department is started by a bank, the necessary work- 
ing capital is provided from the bank’s general funds, and 
charged to the foreign exchange department. Quite frequently 
this is the only account to be found on the general books of 
the bank, although a complete set of accounts is kept in, or 
for the foreign exchange department. 

The records and accounts vary in each case, but the funda- 

x The reader is referred to “Practical Bank Operation,” by Langston, and to 
“Accounting Theory and Practice,” Volume III, by Xester, for a detailed account of 
the methods, records and accounting for dealers in foreign exchange. Both published 
by The Ronald Press Company. 
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mental principles are the same and the following subjects are 
covered : 

1. Records of amounts on deposit with foreign banks and 

bankers. 

2. Records of all remittances to and from other banks and 

bankers. 

3. Record of future liabilities, whether contingent or real. 

The accounts as they appear in the general ledger for this 

department will generally include all of the following: 

* 

Assets 

Cash 

Foreign Currencies on Hand 
Due From Banks and Bankers 
Due for Exchange Sold 
Advances to Customers 
Time Bills Purchased 
Acceptances Purchased 
Customer’s Deposits 
Foreign Securities 

Customer’s Liability under Commercial Letters of Credit 
Customer’s Liability under Travelers’ Letters of Credit 
Customer’s Liability under Acceptances 
Bills of Exchange Discounted 

Liabilities 

Due to Banks and Bankers 

Due for Exchange Bought 

Anticipated Acceptances 

Deposits against Future Contracts 

Deposits against Travelers’ Letters of Credit 

Deposits against Commercial Letters of Credit 

Travelers’ Checks Outstanding 

Commercial Letters of Credit Issued 

Travelers’ Letters of Credit Issued 

Acceptances 

Bills of Exchange Rediscounted 
Capital Account 

Profit and Loss Account / ^ ncame 

1 Expenses 
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Cash and Foreign Currencies.— Cash on hand in this de- 
partment should be counted in the same manner as that of the 
other departments, the count being signed by the teller and a 
receipt obtained, by the examiner, for the safe return of the 
money. It has also become the practice of some banks to carry 
a considerable quantity of foreign currency and specie on hand 
for the convenience of their customers. This should be 
counted in the same manner as American dollars, balanced 
with the tellers’ records and a receipt obtained for its safe 
return. An account is usually kept with the currency of each 
nation, either on the general ledger or in a subsidiary record, 
showing the balance on hand for each kind of foreign money 
in terms of the foreign currency and also in dollars and cents. 
The various counts should agree with the balances reflected 
in these accounts, which should be scrutinized and in many 
cases checked in detail for the period under audit, to determine 
whether adjustments have been made to cover up a difference. 

The accounts as carried are charged with the cost of the 
foreign currency in' dollars and cents and the amount pur- 
chased, and are credited with the sale in dollars and cents and 
for the amount sold. The difference between the debits and 
credits of the dollars and cents columns, less the market value 
in dollars and cents of foreign money on hand, represents the 
profit in each account. It is customary to close the account 
out and take the profit or loss into account at the close of 
the fiscal period; in some banks this is done every month. 
It is not necessary, although desirable, that the account be 
closed at the time of the examination. It would be sufficient 
to state the present market value of the coin as a footnote 
on the balance sheet, although all accounts should be reviewed 
and if the market value is considerably less than the value at 
which the account is carried, it may be best to state the account 
at its market value, or else provide a reserve . for the antici- 
pated loss. 

In some cases American dollars are carried abroad in the 



BANK AUDITS AND EXAMINATIONS 


[Ch.26 


318 

hands of correspondents. Such items should be verified by 
correspondence; a statement should be obtained and a recon- 
ciliation of the account effected as of the date of the examina- 
tion, or as near that date as possible. Ordinarily, there should 
be no differences, with the exception of items in transit. 

Accounts with Foreign Banks and Bankers. — These 
accounts may be of three kinds: 

1. Conto Nostro 

2. Conto Vostro 

3. Joint or Meta 

Conto Nostro (Our Account) is the account of the bank 
under examination carried with a foreign bank. The account 
is kept in terms of American dollars and also in terms of 
foreign currency. Conto Vostro (Their Account) is the 
account of a foreign bank carried with the bank under exami- 
nation; the balance is kept only in American dollars. Joint 
accounts are those used to record transactions in cases where 
a foreign bank and the one under review have entered into a 
joint venture in exchange dealings. 

A list of the nostro and joint accounts should be obtained 
and a letter of verification sent to them, requesting confirma- 
tion of the balance and a statement of the account at a date 
which might be from xo to 14 days after the actual date of 
examination. As some foreign banks are somewhat lax in 
forwarding statements or balances, the letters requesting this 
information should be mailed as early as possible. The state- 
ments when obtained should be reconciled with the accounts 
as kept by the bank under examination, in the same manner 
as domestic correspondents, i.e., by taking into account debits 
and credits found on one statement and not found on the other. 
A form should be used similar to that shown in Figure 51, 
which provides columns for the dollars and foreign money, 
as both balances must be verified. The statement obtained 
from abroad will, of course, reflect a balance in foreign money, 
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while the account as kept by the bank will reflect a balance 
in foreign money and also one in American dollars. 

In making the reconciliation the examiner should keep 
several important points in mind. Drafts when issued are 
generally made in duplicate; the original being sent by one 
mail and the duplicate by another, only one of them being 
paid. Particular care should be taken to see that only one of 
these, either the original or duplicate, has been charged against 
the account. Also, most foreign banks do not return the paid 
drafts, but merely send advices of charges which they have 
made against the account. On the periodic statement obtained 
from the foreign bank, only the total of these daily advices are 
shown, and as a result many debits and credits may be shown 
on the statement as only a single item, making the checking 
of the account difficult. Except in a few instances it is best 
to check all entries to the account for the period being audited. 
It is also wise to check through to payment and recording all 
items considered in the reconciliations of the previous 
examinations. 

Foreign bankers make many minor charges for postage, 
handling drafts, and cables. In many cases these items are 
entered in the foreign currency column in the ledger account, 
with no dollar and cent equivalent ; merely a memorandum entry 
which does not enter into the general books at all. As a conse- 
quence, when the account is closed out and the balance on 
deposit in foreign money is valued in American dollars at cur- 
rent rates, these charges are automatically used to reduce the 
profit. In other cases each debit and credit advice of such a 
nature is changed into a dollar and cent equivalent and charged 
to some expense account. In either case, inquiry should be 
made as to whether all these debit and credit items appear on 
the statements of the foreign bank for the period under audit, 
as well as the current month. It may be found that drafts may 
have been issued for a certain amount, the proceeds pocketed 
and th^n a sufficient number of these memoranda entries made 
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Figure 51. Reconciliation of Account with Foreign Bank 
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in foreign currency to cover up the shortage created by the 
payment of the unrecorded drafts. 

When the reconciliation is effected each of the items used 
in reconciling should be investigated, for it is possible that 
they may cover some fraudulent transaction. One method is 
to carry as outstanding a sufficient number of drafts to make 
up the shortage, changing them from examination to exami- 
nation, but in an ever-increasing amount. 

Long-time drafts should not be taken into the account until 
they mature or are discounted, even though they may be sent 
abroad to be carried by a foreign bank until maturity. Such 
items should be carried in a Deferred Items account, or a 
Long-Time Drafts account until their final disposition. 

Transfers from one foreign bank to another by the bank 
under audit, on or about the date of examination, should be 
traced through the accounts to see that a debit and a credit has 
been made of the transaction on the same date. It may be 
possible for the manager to wire a transfer from one bank to 
another, and enter only one side of the transaction on the date 
of examination, so as to cover up a difference. Thus the 
amount on deposit with one bank may be increased without 
decreasing the other account until some later date, perhaps 
when a written advice is received from the bank, out of which 
the transfer has been made. 

As stated previously the nostro accounts are kept in terms 
of both dollars and foreign money. However, the dollar 
balance represents the difference between what has been paid 
for the foreign exchange and that which has been received. 
To state the account at its true equivalent in dollars, it is 
necessary to value the foreign money at current rates, and 
increase or reduce the dollar balance to the total market value. 
This is done at intervals, sometimes monthly, at which time 
the profit or loss on the account is taken into the general ledger 
accounts. If the examination is not being made at the end 
of one of these periods, it is not necessary that the accounts 
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be closed out, although it is desirable to do so, particularly if 
the account has gone unadjusted for a long time. If a con- 
siderable loss has occurred in the account, an adjustment should 
be made to that effect in any event. 

The vostro accounts, accounts of foreign banks carried 
by the bank under audit, are kept in dollars and cents and no 
difficulty should be experienced in checking and reconciling 
them. They are practically the same as the domestic “Due to 
Banks” accounts. A statement of account with a reconcilia- 
tion form requesting confirmation and reconciliation should be 
sent to all of the banks or bankers concerned. The usual 
precautions of mailing and requesting confirmations to be 
addressed personally to the examiner should be observed. Any 
differences disclosed by the reconciliation or items included in 
it that should appear on the books but do not, should be care- 
fully investigated. In some cases it will be found that foreign 
money columns have been provided on these accounts so as 
to record in memoranda form the face value of drafts trans- 
mitted for collection, or other purposes. This will be found 
of assistance in checking collection and similar items, also to 
ascertain that the proper dollar equivalent has been debited or 
credited to the account. Ordinarily it will not be necessary 
to check this class of accounts in detail, although items con- 
sidered in reconciling should receive special attention. 

Purchases of Exchange. — Exchange is purchased from 
customers and other banks. In a large bank there is not much 
that the examiner can do towards verification as thousands of 
transactions will have occurred between examinations. The 
routine in effect should be reviewed to ascertain its shortcom- 
ings, if any, and in addition test checks should be made of the 
following items : 

1. Cash disbursements for exchange purchased to see that 
they covered exchange transactions and not fictitious 
disbursements to cover up a difference. 
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2 . Exchange rates to see that the rates at which purchases 

were made approximately agree with the market on 

the particular date selected for testing. 

3. Conversions of foreign money into American dollars, to 

verify the mathematical accuracy of the computations. 

The extent of these test checks will depend on the size of 
the bank, the general condition of the records, the method in 
which the department is operated and the judgment of the 
examiner. If an internal auditor is carried, or if the system 
in use provides an automatic check on these items, this checking 
could safely be dispensed with, as the items in question would 
be verified currently. In a few banks it may be necessary for 
the examiner to check all or nearly all of these items. 

Many banks clear all their purchases through an account 
called “Due for Exchange Purchased” (or “Bought”), which 
is charged with other sources for cash paid out, or credit 
passed to other accounts. The balance, if any, in this account 
represents a liability and should be analyzed, to ascertain 
whether it is composed of specific items, also whether the 
complete liability for unpaid items is shown. 

Sales of Exchange. — Exchange is sold by the issuance of 
drafts or through cable transfers. Ordinarily a test check of 
the exchange sales is sufficient, but if the department is not 
conducted in an efficient manner, a more detailed verification 
may be required. Test checks should be made of the following 
items : 

1. Exchange rates to see that sales have been made at ap- 

proximately correct rates. The wide fluctuation of 

some rates should be considered in this connection. 

2. Mathematical computations to see if errors have been 

made intentionally or otherwise. 

3. Tracing through records receipt of payment for sales 

made or credits against customers’ deposits. 
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Cable transfers are usually recorded separately, but should 
be test checked in the same manner. The extent of verification 
as noted in connection with Purchases will depend on a number 
of conditions and the judgment of the examiner. 

The majority of sales are made in the form of drafts on 
foreign correspondents. It should be noted that the proper 
control is being exercised on their issuance. 

1. All drafts should be numbered consecutively on each 

bank. 

2. All numbers should be accounted for. 

3. Reserve supplies should be intact. 

4. The issuance of the drafts should pass through at least 

two hands. In most cases one person receives the 
cash and another issues and records the draft. 

If an auditor is carried, it is usual to have a slip attached 
to the draft, which is detached as it is signed and sent to the 
auditor, as in the case of cashier’s and similar checks. In the 
paragraph on nostro accounts it was stated that all items for 
drafts paid should be checked in detail. In most cases, but 
not in all, it will be best to check the debit memos sent by other 
banks against the draft registers, as this will be the only way 
by which definite information can be obtained as to the details 
of unpaid drafts. 

To provide a better control for sales many banks pass all 
sales of exchange, whether cash is received for them or not, 
through an account called "Due for Exchange Sold.” The 
total of all sales is, charged to this account daily, while the 
total of cash received and charges made to other accounts is 
credited daily, the balance in the account, if any, representing 
uncompleted settlements; accounts receivable. If there is a 
balance in this account at the time of the examination, it 
should be supported by a detailed schedule. The examination 
should make sure that the items included in this schedule have 
been paid, or otherwise satisfactorily settled. Otherwise it 
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may be that fictitious items have been included to make up for 
cash actually received, but not recorded. 

Letters of delegation sent to foreign banks authorizing 
payments to certain designated persons are verified to a certain 
extent when the debit memorandum issued by the foreign bank 
is checked against the nostro account. However, the fact that 
the bank is to be reimbursed by customers for such items 
should not be overlooked. The payment for them or charges 
to other accounts should be traced through in most cases in 
detail; in certain cases test checking will be sufficient. 

Collection Items. — Items deposited by customers for col- 
lection and similar items owned by the bank sent out for collec- 
tion should be verified in the same manner as collection items 
in the banking department. The items on hand should be 
inspected, while those sent abroad for collection should be 
verified by communication with the bank to which they have 
been sent. If, as sometimes is the case, such communication 
is impossible, it will be necessary to verify them by tracing the 
entries for the proceeds. Also when statements are requested 
at a date of from 10 to 14 days after the date of the examina- 
tion, the majority of the collection items will appear on the 
statement. 

Time Bills Purchased — Long-time bills purchased should 
not be charged against the nostro accounts even when sent 
abroad. They should be carried in a separate account until 
discounted or paid at maturity, regardless of whether they are 
kept at home or abroad. A list of the items owned by the bank 
should be prepared and the total should agree with the balance 
in this account, plus any bills that may have been erroneously 
charged to nostro accounts. 

Advances against Bills of Exchange. — Instead of buying 
the bill of exchange the bank may make advances on them, 
taking the bill as security. A list of these transactions should 
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be prepared or obtained, the total of which should agree with 
the general ledger account. The examiner should inspect the 
items on hand and make sure that each is supported by an 
unmatured bill of exchange, and that the advance as compared 
to the face value of the bill is not excessive. Quite often 
advances are made to customers by allowing the customer to 
draw time drafts on the bank. These are then accepted and 
purchased by the foreign department. They are secured by 
the bills of exchange. 

Travelers’ Checks. — The majority of banks do not issue 
these checks direct, but sell the checks issued by well known 
banks and transportation companies. As a rule the bank is 
furnished with a supply of these and makes periodic reports 
and remittances of those sold. The examiner should list all 
unused checks on hand at the time of examination and verify 
their correctness by communicating with the issuing bank or 
company. 

If the bank under examination issues its own checks the 
total outstanding unpaid checks should equal the balance in 
the controlling account. In some instances it may be necessary 
to check all items paid during the period under audit. When 
required this can be done in the same manner as that previously 
outlined for the verification of cashier’s checks. If unissued 
checks are in the hands of other banks for resale, their exist- 
ence should be verified by communication with the holders. 
If an auditor is carried who makes a periodic verification of 
the items held by other banks, this may not be necessary, as 
the check-up made by the auditor if of a recent date may be 
accepted. 

Letters of Credit. — This subject has been covered in a 
previous chapter. If a foreign exchange department is carried, 
however, the examination of letters of credit must be consid- 
ered in connection with the examination of this department. 

, Deposits of cash as security against commercial and trav- 
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elers’ letters of credit are often made. In other cases, securities 
are deposited. Such collateral and deposits should be carried 
apart from the bank’s own assets and should be inspected and 
in some cases verified by communicating with the depositor. 
In that event complete data should also be obtained on the 
unused portion of the letter of credit, outstanding acceptances, 
and the security deposited as collateral or margin. 

The examination should make sure that acceptances as 
made are charged against the letters of credit and that the total 
of such items does not exceed the authorized credit. In the 
case of travelers’ letters of credit, cash or security is deposited, 
although sometimes they are issued on open credit. 

Acceptances — This subject has also been discussed in a 
previous chapter. In addition to the matters previously com- 
mented upon, the question of security for acceptances executed 
should receive further attention, as in the foreign exchange 
department they often amount to a large sum. Acceptances 
against import credits are usually secured by documents cover- 
ing the goods imported, which are often released under trust 
receipts to the customer. In some cases the acceptances are 
executed on the basis of the general credit of the importer 
and the holding of the goods in trust is a mere matter of form. 
In other cases the credit is extended solely on the basis of 
the merchandise. Where this is found to be the case special 
attention should be given to see that the bank is properly - 
protected. If the goods have been released under trust receipts, 
the title should vest in the bank. The trust receipt should be 
examined to make sure that a complete description of the 
goods is included in it and that it is accompanied by evidence 
of coverage by insurances. Releases of all or a portion of 
the goods held should be inspected to see if the goods so 
released can be subsequently identified and if not, the effect 
this may have on the bank. When goods are in the custody 
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of the customer, the trust receipt is in effect a chattel mortgage, 
which often places the bank in a dangerous position. 

In the case of large holdings of trust receipts, it is best to 
verify them by correspondence with the customers, obtaining 
the following information : 

1. Quantity of merchandise and value in custody of the cus- 

tomer. 

2. Quantity of merchandise and value in warehouses. 

3. Quantity sold and the amount outstanding as accounts 

receivable for such goods. 

Most trust receipts provide or should provide that drafts 
will be paid when the goods are sold regardless of whether 
or not payment is due. The examination should discover 
whether this feature is in effect and whether it is being carried 
out. If it is not being used, the bank is really carrying 
unsecured loans. 

In the case of banks which are members of the Federal 
Reserve System, the examiner should make sure that they 
have not made acceptances in excess of the authorized limit 
as set forth in the amendments to the Federal Reserve Act. 

Liability ledgers should be maintained on all customers 
to show letters of credit, acceptances, security, etc., preferably 
in connection with other liabilities to the bank, so that the 
total liability of a particular person, firm or corporation may 
be ascertained. They should be reviewed for possibility of 
loss, and if necessary a reserve provided. 


Spot and Future Positions — The foreign exchange de- 
partment has two possible positions. There is the "Spot Posi- 
tion,” which refers to its present condition taking current pur- 
chases and sales into consideration, and which coincides with 
the nostro accounts. The position may be “long” or "short,” 
but is usually "long.” Then there is the “Future Position” 
which refers to contracts of purchase or sales for delivery 
or execution in the future. The position may be "long” or 
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“short.” The net position is the net difference between these 
two positions, and that is the point with which the examiner 
is concerned. 

The examiner is not ordinarily concerned with the spot 
position, except when it is a “short” one, and perhaps not then 
if the future position offsets it. A bank handling foreign 
exchange must be prepared to handle “futures” and on account 
of the violent fluctuations this requires special attention on 
the part of the examiner, for if the bank has an excessive 
“short” position or an excessive “long” position it may have 
to take a large loss. 

An American importer may sell goods to American cus- 
tomers and then arrange for their manufacture abroad. It 
may be 90 or 120 days before he will have to pay for them 
in foreign currency. To protect himself, since the price at 
which he sold the goods was based on the price given him by 
the foreign manufacturer, he would contract with a foreign 
dealer for the purchase of enough exchange at the time the 
order was plated with the foreign manufacturer. Delivery 
of the exchange and payment thereof to be made at the future 
date, 90 days, 120 days, or whatever the period may be. The 
assumption of a contract like this would give the bank a “short” 
position on this particular currency. 

On the other hand, American manufacturers who have 
received orders for export, but will not receive payment for 
say 90 days and then in foreign money, are desirous of know- 
ing at the time they receive the order what amount they will 
receive in dollars and cents. They could, of course, wait the 
90 days and then sell the exchange when they receive it, but 
if the rate drops during the meantime they may lose a consider- 
able amount. Instead they will agree to sell the exchange to 
a bank or dealer at a fixed rate, delivery of the exchange and 
payment to be made in the future. The assumption of this 
contract by the bank will create a “long” position on this 
particular currency. 
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In all banks a memoranda record is kept of these futures, 
and in some banks the accounts are carried into the general 
ledger. In either case the subsidiary records carried are 
arranged to show the daily positions on each kind of exchange. 
The majority of banks will attempt to offset their contracts 
and by buying or selling adjust their position. Frequently, 
however, the trader in this department does not undo his 
“long” position or cover his “short” position, with the expecta- 
tion that there will be such a change in the rate that he will 
be able to buy in or sell out at a different price than that covered 
by contracts. 

The examiner should review these records and obtain or 
prepare a position sheet showing the net position on each 
kind of exchange handled. This should be valued at market 
rates and compared with contract prices. This may reflect a 
profit or a loss. If a loss and it is of any consequence, a reserve 
should be provided for it. 

Customers’ Deposits in Foreign Banks Some customers 

have made investments in foreign exchange with instructions 
to hold it for their account. In some cases, these items have 
been transferred from the regular nostro accounts and carried 
in special ones designated as “Customers’ Deposits” or some 
such title. In other cases, the items have not been transferred, 
with the result that the balance in the regular nostro accounts 
is partly the bank’s and partly the customers’. In the latter 
case, entries should have been made setting up a special account, 
the amount held for the customers. In ascertaining the posi- 
tion of the bank, these items should be deducted from the 
regular nostro balances, as they are not the property of the 
bank. In some instances it may be desirable to communicate 
with customers to ascertain the correctness of the balances 
carried for their accounts. 

Foreign Investments — In addition to Investment in ex- 
change, bills, etc., occasionally it will be found that foreign 
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bonds and securities have been purchased and are held by this 
department. If held in this country they should be inspected, 
and if carried with a foreign correspondent should be verified 
by correspondence. They should be valued at current market 
rates for appreciation or depreciation, and handled accordingly. 

Income and Expense — The income of the department 
consists of: 

1. Profit on exchange transactions as reflected by periodic 

adjustments made to nostro accounts. 

2. Interest earned on bank accounts, advances, discounts, 

acceptances, etc. 

3. Commissions on the issuance of letters of credit, drafts, 

checks, etc. 

The first item has been discussed in connection with nostro 
accounts. The danger points are the possibility of unauthor- 
ized credits to the accounts to cover up shortages; the possi- 
bility of paying for exchange not received, and of not being 
paid for exchange actually sold. If the examiner or internal 
auditor checks all items against the nostro accounts it will 
prevent unauthorized credits. If the handling of cash is sepa- 
rated from the duties of selling and buying actual exchange, 
and a daily proof sheet prepared, the possibility of anyone 
pocketing the proceeds or of taking cash for exchange not 
received is reduced to a minimum. If such conditions are not 
in effect, as noted in connection with nostro accounts, a test 
check should be made, but a test check will not provide complete 
verification. 

In connection with interest credits the examiner cannot 
do more than make a number of test checks to see that interest 
is being received on all accounts, that claims are made for 
interest on delayed disbursements, etc., and also that customers 
using the bank’s funds have been properly charged with inter- 
est. The interest received usually bears a fairly constant 
relation to the amount invested in advances, time bills, nostro 
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accounts, etc., so that in a number of cases it may be easier 
to obtain the average balance in these accounts and apply 
them to the interest received and from this ascertain the effec- 
tive rate. This should be compared with the actual rates, or 
with the rates of previous periods. Usually there will be a 
difference, but in most instances it will not be important. If 
there has been any considerable diversion of income, however, 
the comparison will reveal the fact. 

Commissions and fees for drafts, letters of credit, etc., 
would be picked up daily by the general ledger bookkeeper. 
If the position of this man is such that he has no access to 
the original records, the examiner may be satisfied that any 
income which appears on the daily proof statement will also 
appear in the general ledger. There is still the possibility, 
however, of the clerk who collected the fees misappropriating 
them. This can be avoided by having the fees recorded by a 
person who does not receive them, or if an internal auditor 
was carried, it would be his duty to check this item currently. 
Otherwise the examiner can only make test checks and approx- 
imate the fees that should have been received on the basis of 
averages, which are not very satisfactory on this item. He 
could, of course, check each item in detail but this would 
consume too much time. 

If, as sometimes happens, the general ledger of the foreign 
department is carried in the department itself, and there is 
not a complete separation of the general ledger bookkeeper 
and the records, it is best to check the daily postings to all 
income accounts. 

Expenses will consist of: 

Interest paid 
Cable expenses 
Taxes 

Brokerage and commission 
Salaries 

Administrative expenses 
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and perhaps others. These should be verified in detail or test 
checked as the condition of the bank and records requires. 
Salaries, if paid direct by this department, should be supported 
by properly approved pay roll records. Other expenses should 
be supported by properly authorized and approved vouchers. 
Charges made by foreign banks should of course be supported 
by debit memoranda. 

General — In most cases it will not be necessary to check 
all postings to the general ledger. Where it is possible for 
the general ledger bookkeeper to have access to the original 
records, or where he is engaged in making these records, a 
fairly complete verification should be made of all postings to 
the ledger. 

Tellers and departmental proof sheets should be prepared 
daily. Differences should not be carried along on these sheets, 
but should be cleared through to a suspense account. Nostro 
accounts should be reconciled at frequent intervals and recon- 
ciliations obtained on the vostro accounts. The internal routine 
should be inspected and constructively criticized. 

In some banks it may be possible for the examiner to limit 
the scope of his service to the verification of balances shown 
on the general ledger, eliminating any detailed checking. In 
others 'he may have to make the test checks indicated and in 
still others he may have to check all items in detail. 

The Report — For the report a separate balance sheet and 
profit and loss statement should be prepared, although another 
statement should be prepared combining the general banking 
department and the foreign exchange department together with 
that of other departments having assets or liabilities of the 
bank. Exceptions or items requiring change or attention 
should be commented upon and in some cases it may be desira- 
ble to include a summary of the position sheet. 



CHAPTER XXVII 


MISCELLANEOUS ASSETS AND LIABILITIES 

Interest Earned but not Collected. — This is a real asset 
account and represents interest earned on demand loans, and 
on securities of various kinds, which will be received by the 
bank in the future. The account is used by all banks which 
accrue their income from day to day or month to month, as it 
is earned. Its verification in detail in a bank of any size is 
not practicable, but a review should be made of the methods 
in use in creating the account, to see that it is being computed 
in the proper manner and that only income which will be 
collected is being accrued. 

Quite often, through the aid of average rates and the vari- 
ous tickler records maintained on securities, the approximate 
correctness of the total can be ascertained. As when this 
account is created the current income for the period is credited, 
it may be seen that any inflation in this account would likewise 
inflate the profits. The examiner should satisfy himself that 
there is no inflation intentionally or otherwise. 

Accrued Income — Besides the above item a bank occa- 
sionally has an item of accounts receivable for income earned 
but not received, usually in connection with the fees and 
charges made by other departments, such as safe deposit box 
rentals, building rentals, or trust commissions. Generally they 
are not of sufficient importance to require an adjustment to 
the balance sheet, unless it is the practice of the bank to accrue 
all earnings and expense. If the item already appears on the 
books, it should be analyzed and the examination should make 
sure that the items included are collectible. 

Prepaid Items or Deferred Charges. — These are expendi- 
tures made in one period, but the benefit of which is enjoyed 
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by subsequent periods ; taxes paid in advance, insurance, 
interest, certain advertising expenses, are illustrations. For 
the most part such items have no real value (insurance 
excepted which has a cancellation value) and a number of 
banks operate on the theory that the disbursements made in 
one period affecting a subsequent period are approximately 
offset by similar items from the previous period, and that the 
total charges for any one period will equal the true expense for 
that period. In many cases this is so and nothing is to be 
gained by setting up such accounts. Their real value and use 
is in connection with the obtaining of a true statement of earn- 
ings for a particular period. Thus if the books are closed 
every six months, it might happen that the insurance expense 
would occur in the first half, which would increase the expenses 
for that period considerably, while there would be no insurance 
expense in the second half with a consequent increase in profits, 
although in reality the insurance expense for both periods was 
the same. In some banks, especially those operating an accrual 
system of accounting, a separate set of records of expenses is 
kept, reflecting these deferred charges, although they do not 
appear on the balance sheet or general books. 

Unearned Discount, Interest Collected Not Earned 

The balance in this account represents the unearned portion of 
interest collected in advance on discounts, etc. As with its 
companion account, “Interest Earned Not Collected,” verifi- 
cation in detail is not practicable. However, it should be 
reviewed and tested, for in a large commercial bank, the bal- 1 
ance in the account will amount to hundreds of thousands 
of dollars. Its approximate accuracy can be ascertained by 
utilizing the footings of the ticklers showing maturities of 
outstanding discounts, and applying to them interest at average 
rates on the basis of the number of days the daily totals have 
to run. In any event the method of accruing the item should 
be ascertained so as to prevent unintentional errors, 
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Accrued Interest Payable — This would consist of interest 
accrued but not due on deposits and on borrowed money. 
Nearly all banks provide a reserve for interest on their deposits 
which is added to monthly; others accrue the interest on the 
basis of daily averages. The reserve or accrual should be suffi- 
cient to absorb the bank’s liability for interest at the date of 
the balance sheet. Its adequacy can usually be tested by the 
use of the average rates paid in previous periods and the aver- 
age balances on deposit. In banks which accrue their liability 
for this item daily or monthly the methods in use should be 
reviewed to ascertain that the figures obtained are reliable. 

As mentioned in connection with deposits, the examination 
should make sure that interest is credited to all accounts peri- 
odically, whether claimed by the depositor or not, or else that 
the reserve is sufficient to absorb all charges that may be made 
for interest of prior years, unpaid at the date of the 
examination. 

Liabilities for Accrued Expenses and Taxes Very few 

banks carry an Accounts Payable account. In most of them 
an expense item does not appear on the general books until a 
check is drawn for it. Most items, however, are vouchered 
as soon as received, so that it is possible for the examiner to 
ascertain the liability for unpaid items at the date of the 
examination. While all liabilities should appear on a balance 
sheet, usually the total of such unpaid items is not sufficiently 
large enough to affect the statement, and in any event there is 
usually a reserve for expenses and taxes, which is more than 
enough to cover the items in question. If the unpaid items 
amount to a considerable sum, they should be set up on the 
balance sheet, or a sufficient reserve provided for the purpose. 
Inquiry should always be made to ascertain, if possible, the 
existence of liabilities for items not recorded, such, for 
example, as settlements in lawsuits. 

The liability for current income taxes is not the large item 
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it was in former years, but it is sufficiently important for the 
examiner to ascertain that the liability for accrued taxes 
appears on the balance sheet. It should be remembered that 
the tax becomes a liability as soon as the profits are determined. 

The liability, if any, for income taxes of previous years 
should be ascertained, or approximated. In most cases the 
years in which very large taxes were involved have been defi- 
nitely settled, but in others the final settlement has been held 
up. If such a condition exists in the bank under examination 
it should be noted that a reserve has been provided for the 
anticipated settlement. 

Liabilities for Construction Works. — Banks engaged in 
altering their buildings or in constructing new ones have a 
liability which may be contingent or real. The amount due 
on the contract when it will be completed is a contingent lia- 
bility and should be commented upon in the report. In other 
cases there may be an actual liability for completed work or for 
retained portions of the contract price. If they are of any 
consequence an adjustment should be made to state the item 
on the balance sheet. 

General — Postings to general ledger accounts for the 
period under review should be tested, and in the small bank 
or those in which it is possible for the general ledger book- 
keeper to have access to other records, and cash, they should 
be checked in detail. 

All employees should be bonded, including officers. The 
actual bonds should be inspected. The examination should 
make sure that the bonds run to the bank, that the amount is 
sufficient to protect the bank from possible loss, and that any 
conditions imposed or made a part of the bond are being car- 
ried out. In many cases a list of the employees and the bonds 
examined should be inserted in the report. Recommendations 
should be made as to insufficient bonds and persons for whom 
bonds are lacking. 
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The examination should make sure that all officers and 
employees are required to take a vacation. The vacation 
schedule should be inspected and the fact ascertained that all 
have taken a vacation. During the vacation period the work 
is performed by others and in the majority of cases any 
serious shortage will uncover itself, when the person respon- 
sible is not there to take care of it. 

Income and Expense Accounts 

Income — The verification of income, for the most part, 
has been reviewed in connection with the asset responsible for 
it, but the following is a brief summary. 

Interest on Deposit with Other Banks. — It should 
be ascertained that interest is being received on all accounts 
and that it appears on the general books. The total interest 
received for the period may be compared with the average 
balance on deposit during that period, to obtain the effective 
interest rate. 

Interest on Loans, Mortgages, Securities, Etc. — 
These can be verified by test checks, by methods of internal 
control and in certain cases by a detailed checking of all income 
items of this kind. 

Exchange. — This represents miscellaneous charges against 
customers and others. It appears on the daily settlements and 
may be traced from there to the general ledger. Test checks 
are usually sufficient. 

Collection Account. — This is similar to the exchange 
item and in some banks the items are combined in one account. 
The account is charged with collection charges paid to other 
banks and credited with the amount of collection charges col- 
lected from customers. These items may also be traced to 
the daily settlements or proof sheets. Test checks of these 
items are also usually sufficient, although in some instances 
petty pilfering has been found in connection with this account. 
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Rentals. — Rentals from safe deposit boxes may be veri- 
fied by detailed checking, or by an inspection of copies of 
receipts. Rentals from building space should be compared 
with rental records and available space. 

Income from Other Departments. — These may be 
trust, surety, title insurance, foreign exchange, or real estate, 
the income from which consists for the most part of fees and 
commissions. These are obtained from various registers or 
else originate on tickets which are summarized daily. Their 
detail verification has been covered in connection with the 
auditing of each department. 

As a general rule it may be stated that wherever the income 
credits which appear in the general ledger originate in or are 
based upon the daily footings of registers, such footings 
should be checked in detail for the entire period. Otherwise, 
it may be possible for the footings to be incorrectly made with 
the intent of covering up a shortage. Thus, if the note teller 
has misappropriated $1,000, he might be able to short foot 
interest items $100 daily for xo days, which would cover it up 
permanently. The same thing is true in most other depart- 
ments. In banks where the work is divided so that those 
responsible for the records do not handle cash, and vice versa, 
there would not be this possibility, and a test of the footings 
would be sufficient. 

Analysis of Income Account. — Generally only one Income 
account is carried on the general ledger, but it is supported 
by either a subsidiary ledger in which separate accounts are 
carried for each type of income, or by an analysis book which 
serves the same purpose, except that columns instead of 
accounts are provided for each item. In some cases, however, 
no analysis book is carried and as a result there is no way of 
knowing how the income arose. It is usually worthwhile for 
the examiner to make such an analysis, for the information 
so obtained will be of interest to the directors and officers. It 
is necessary, moreover, if the correctness of the earnings is to 
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be ascertained and if they are to be compared with the assets 
which earned them. The examiner should also recommend 
that such analysis, in sufficiently detailed form, should be kept 
in the future. 

Statements of Income. — If the examination and audit is 
being made in the middle of a fiscal period, it may be that the 
examiner will not be concerned with earnings, except to see 
that the income earned by the bank has been received or 
properly accounted for. Quite often, however, the examiner 
will be required to prepare statements of income and expense 
covering the previous full period. That is, if the examination 
was being made in February, statements might be required for 
the six months period ending December 31, or for the two 
preceding periods. 

The income earned by the banking department will appear 
on the general books, but it is possible that the income earned 
by other departments may not. Frequently the income earned 
by other departments is deposited in a special account which is 
carried among the deposit liabilities, along with the customers’ 
accounts. At intervals transfers in round sums are made to 
the banking department, which items are then shown as the 
gross earnings of the department for that period. As a result 
there is no relation between the actual earnings and the earn- 
ings shown on the general books. Where this condition is 
found adjustments should be made, at least on the working 
papers, so as to state the correct income which has been earned 
during that period. It is often stated that earnings are handled 
in this manner so as to create a reserve for possible losses. If 
this is so, the same result can be obtained by showing the gross 
earnings as actually received and from them provide a reserve 
as large or as small as may be desired, which may be increased 
or decreased from year to year. 

Accrual Adjustments Adjustments for accrued interest 

payable, income earned not collected, and income collected not 
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earned are required, if the income for a particular period is to 
be stated accurately, but such adjustments are not always prac- 
ticable or necessary. However, if a bank’s deposits and loans 
are constantly rising and descending, as they will in a com- 
mercial bank, it is impossible to prepare a statement which will 
correctly reflect the results of operations for a particular period 
without making such adjustments. If made, the examination 
should make sure that adjustments are made for both the 
beginning and the end of the period. 

Miscellaneous Items of Income The Undivided Profits 

account should be analyzed to ascertain the items of income 
received during the period which have been credited to that 
account. They would include such items, for example, as 
recoveries on bad debts previously charged off, sales of securi- 
ties previously charged off. While these items do not affect 
the current operating profit, they do affect the net profit for 
the period and for that reason should be shown on the profit 
and loss statement. However, they should not be included with 
current income, but should be shown separately at the bottom 
of the statement. 

The control on charged off assets should be investigated, 
as in many cases it is possible for recoveries to be made on 
them without being accounted for. 

Profits or losses on sales of securities should be analyzed. 
Sometimes a separate account is carried for these items and in 
others the items are carried directly to Undivided Profits 
accounts. The items should be reviewed to make sure that 
the items sold have been taken out of the Investment account 
at actual cost, or in cases where certain items have been depre- 
ciated, on the basis of the depreciated value, also that adjust- 
ments have been made for accrued interest included in the sales 
price. 

Expenses. — The most important item is interest paid, 
which has been covered in connection with deposits. Although 
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sometimes carried in one account, it should be carried in sepa- 
rate accounts or analyzed, so as to show : 

Interest paid on demand deposits 
Interest paid on time deposits 
Interest paid on borrowed money 

It should be determined that the entire interest expense for 
the period is reflected in this account. 

The next largest expense item is that for salaries and wages 
to officers, tellers, clerks, watchmen, and other employees, and 
if a building is being operated the usual pay roll for such a 
project. Employees are usually paid in cash or else through 
a special checking account maintained with some other bank, 
which is kept by one of the officers. 

If paid by a special checking account, the cancelled checks 
should be obtained from the officer and comparisons made with 
the pay roll records. A test check of such items will usually 
be sufficient. The total of such checks paid by the other bank 
through this account for the period under review should be 
obtained and balanced with the total pay roll as shown by 
the records. Careful note should be made of the procedure 
which is followed and the authorization which is made of 
changes to the pay roll with respect to the addition of new 
employees, the changing of rates and the dropping of dis- 
charged employees. In some cases it has been possible to 
include on the pay roll the names of persons who had left 
months before, or even fictitious names. In a small bank this 
is not possible, but in the bank of medium size it is often very 
easy. If employees are paid in cash, a number of the weekly 
pay rolls should be footed in detail, the total disbursements 
for the period should be checked against the pay roll, and the 
safeguards, if any, reviewed and criticized. 

Operating Expenses. — As with income, the true expenses 
for a period can only be obtained when kept on an accrual 
basis, rather than on the basis of actual cash disbursements. 
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In any number of cases, however, it will be found that the 
liability at the beginning of the period would approximately 
offset the liability at the end of the period, so that approxi- 
mately the same total expenses would be obtained whether or 
not accruals are taken into account. In a number of other 
cases, however, where expenses are constantly increasing, keep- 
ing pace with the growth of the bank, the results would not 
be the same. Unpaid bills on file should be inspected and 
totaled to see what effect they would have on the profits if 
taken into account. 

All expenses for the period should be supported by properly 
approved vouchers. If the vouchers are filed conveniently it 
is generally best to inspect all items, although when they are 
not filed conveniently, or when there are a large number of 
items, it will suffice if those over a certain amount are checked 
in detail. This amount will vary depending on the size of 
the bank and the adequacy of the control on expense disburse- 
ments. The examination should make sure that the vouchers 
have been properly distributed and that the expense appears to 
be a proper one. Disbursements of large amounts for special 
purposes or services should have the approval of the directors, 
or of one of their committees. The cancelled checks issued 
in payment of expense bills should be reviewed and tests made 
to see that the amount of the check agrees with the expense 
entry and that the endorsement agrees with the name on the bill. 

The disbursements made in actual cash should be reviewed, 
all should bear the proper approval of an authorized person 
and should not be for large amounts. 

The routine in effect for purchasing, receiving, vouchering 
and paying for supplies should be reviewed and criticized where 
necessary. In some instances a complete purchasing system 
will be in effect, whereas in others buying will be done hap- 
hazardly. For example, items received will be checked in a 
careless fashion, with a consequent increase in expenses. If 
possible the payment of bills should pass through two hands, 
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i.e., the signatures of two officials should appear on the voucher 
or check. 

If an accrual system of accounting is in operation, it will 
be found that the charges to expense accounts represent for the 
most part monthly charges, and that disbursements as made are 
carried as deferred charges, until absorbed by monthly charge- 
offs. Expense disbursements should be checked in the usual 
manner, and in addition the sufficiency of the monthly charge- 
offs should be verified. 

Analysis of Expenses — An analysis of all expenses should 
be made, which may be taken from the expense analysis or 
expense ledger which the examiner has checked, after verify- 
ing the footings. This should be prepared for report purposes, 
although not as part of the income and expense statement. 
It is customary to show but one item of expense on this state- 
ment, which is supported by a separate schedule showing the 
detail. 

The following expense analysis was that submitted by the 
Illinois Bankers Association to their members: 

Advertising 
Building Maintenance 
Directors’ Fees 
Freight and Express 
Insurance 
Legal Expense 
Postage 
Rent 

Repairs and Maintenance of Furniture and Fixtures 

Salaries 

Stationery 

Subscriptions and Dues 
Taxes 

Telephone and Telegraph 
Traveling Expenses 

Other accounts will often be found. 
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Capital Expenditures. — It is the custom of some banks to 
charge all purchases of equipment and fixtures to an expense 
account in the year when purchased. This has the effect of 
understating the profit of one period to the benefit of subse- 
quent periods. Thus, if $6,000 of equipment was purchased 
in one year, and its estimated life was six years, instead of 
charging $1,000 each year for six years, by this means charg- 
ing each year with its proportionate part, the entire amount 
would be absorbed in one year. The better plan is to charge 
such expenditures to an asset account and depreciate them over 
their estimated life. When this is done, care should be taken 
to see that only items which are capital expenditures are so 
treated. 

Losses — Losses actually charged off and similar items 
should be obtained during the analysis of Undivided Profits 
accounts. Such items should be traced through to ascertain 
that they are authentic and have been properly authorized. It 
is best to provide currently a reserve for possible losses which 
should be built up consistently from year to year; then, as 
losses occur, they should be charged against the reserve so 
provided. This eliminates the wide swing in net profits from 
year to year, due to the charging off in one year of large losses 
which may have been accumulating over a period of two or 
three years or even longer. 

Losses incurred by other departments, such, for example, 
as trust, foreign exchange, should be charged against the de- 
partments responsible for them and should not be considered as 
charges against the banking department, as far as the state- 
ment of income and expense is concerned. 

Form of Statement. — When a statement of income and 
expense is to be submitted in the audit report, its form should 
be similar to that shown in Figure 52. 

The following is not intended as a model but merely as a 
representative statement which would be modified to suit the 
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Doe Trust Company 

Statement op Income and Expense 
For Six Months Ended June 30, 19 — . 

Percentage 
to Gross 
Interest 
Amount Income 

Interest Income: 

Interest on Bank Accounts $ 

Exchange and Collection 

Interest on Loans 

Discounts 

Interest on Mortgages 

Interest on Tax Exempt Securities. . .$ 

Interest on Other U. S. Securities . . . 

Interest on Other Bonds 

Dividends on Stocks 


Gross Interest Income $ 

Interest Expense: 

Interest on Time Deposits $ 

Interest on Demand Deposits 

Interest on Borrowed Money 

Net Interest Income $ 

Operating Expenses : 

Salaries $ 

Expenses 

Taxes 

Reserve for Losses 

Operating Income $ 

Add: 

Profits of Other Departments $ 

Profits on Sales of Securities 

Recoveries on Bad Debts 


$ 


Deduct : 

Losses on Sales of Securities $ 

Losses of Other Departments 

Net Income $ 

Less Provision for Income Tax 


Amount Transferred to Undivided Profits $ 

Figure 52. Statement of Income and Expense 


Ratio to 
Unit 
of 

Deposits 



Ch. 27] MISCELLANEOUS ASSETS AND LIABILITIES 347 

peculiar circumstances in each case. The statement submitted 
would be supported by similar statements on the different 
departments carried. If this is not possible, and an approxi- 
mate separation cannot be made of the expenses, it is then 
best to include the gross income of these departments with the 
gross interest income of the banking department. However, 
the value of such departmental statements should be pointed 
out and their use recommended. 

Space has been provided on the statement to show the 
percentage of each item to gross interest income, as well as the 
ratio to deposits. This subject of percentages and ratios is 
discussed in a separate chapter. The operating expense 
accounts carried by different banks are not uniform and this 
makes it difficult to compare the expenses of one bank with that 
of another. Some show salaries separately, some consider 
taxes as a charge against undivided profits, some consider 
profits and losses on securities as part of gross income, others 
again merely show net interest income, instead of showing 
interest received and interest paid separately. The examiner 
may well try to unify the income and expense accounts of the 
banks he examines, so that he may be able to compare one with 
the other. In this way the reasonableness of the various 
expenses and income can be ascertained and in some cases the 
examiners can point out inequalities between different state- 
ments, which upon investigation might eventually lead to 
increases in net income. 



CHAPTER XXVIII 

DIRECTORS 1 EXAMINATIONS 

Importance of Directors’ Examinations. — All public banks 
are under some form of governmental supervision, the degree 
of which varies with the different states, depending on the 
efficiency of the state banking department. As stated pre- 
viously this supervision is primarily for the purpose of deter- 
mining that a bank is solvent, and that there are sufficient assets 
on hand to protect creditors. It is the duty of the directors 
to the stockholders and depositors to see that the earnings of 
the bank are not being misappropriated, and that assets are not 
being embezzled through a long-drawn-out process. 

Neither of these latter points can be covered by govern- 
mental examiners, state, national or federal reserve. One 
banking commissioner said in a statement to bank directors : 
“To audit properly the books and records of a bank would 
require weeks. No examiner (meaning a state examiner) 
could undertake such a task and he is not expected nor required 
to perform such service. For the banking department to audit 
correctly the institutions now under its supervision would 
necessitate an army of men at tremendous cost to the state and 
to the banks themselves, and the present banking law provides 
for no such force nor funds.” 

At the Conference of Bank Auditors, as reported in the 
Commercial and Financial Chronicle , October 18, 1924, An- 
drew Russel, Auditor of Public Accounts, State of Illinois, 
stated that : “Very little auditing in the true and technical sense 
of the word is done by the auditor of public accounts and his 
examiners during the course of an examination of a bank, and 
what little auditing is done is supplemental to the examination 
and appraisal of the assets and liability of a bank as disclosed 
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by its bookssand accounts. Bank examiners should be justified 
in accepting the records of a bank as being correct and a true 
exhibit of such assets and liabilities and our examiners are 
not expected under the law, nor do they have the time to make 
a complete minute and exhaustive audit of all the books and 
accounts of more than 1,400 banks in this state, which are 
examined about twice a year.” 

Shortages in the Preliminary Stage Not Usually Found. 

— Many petty shortages which have been running only for a 
short time are uncovered by governmental examiners, and the 
men who have done this deserve credit, but many shortages 
are not discovered until they have reached such proportions 
that they endanger the solvency of the bank. Invariably, when 
found they have been going on for a number of years without 
discovery and have reduced the assets to the point where they 
cannot be overlooked. 

This is a condition which needs remedying. It would 
appear to be one of the director’s duties and will eventually be 
one of his obligations to prevent such occurrences. The trend 
of court decisions is towards holding the directors responsible 
for the wrongdoing of officers, when through detailed reports 
and statements they might have been able to discover the 
wrongdoing. Many of the shortages brought to light are 
made good by a group of directors or from the undivided 
profits of the bank, but in a given case there is no way of 
knowing but that the loss may be such that the capital accounts 
might be entirely lost and the directors forced personally to 
make good whatever portion of the loss they are able. 

It is a known fact that governmental examinations do not 
include an audit of the bank’s records, while the usual direc- 
tors’ examination is merely a brief review of the assets and 
liabilities. As the records in the average bank will not audit 
themselves, the result is that the bank is not protected from a 



350 


BANK AUDITS AND EXAMINATIONS 


[Ch. 28 


systematic method of stealing of earnings. For years bankers 
and credit men have preached to business men the value of 
having an independent audit of their records for statement 
purposes and as a matter of protection to themselves. Surely, 
if an audit is of value to a commercial concern, how much 
more valuable should such services be to a bank, where all items 
are negotiable and easily disposed of. 

Directors’ Examinations. — Federal laws require that the 
directors examine their banks twice a year, while the state laws 
require from two to four examinations a year by the directors. 
However, the average board of directors is composed of men 
of affairs who could not afford to devote the required time to 
make a complete examination. Moreover, even if they had 
the time, they lack the technical auditing ability. For it must 
be remembered that when a director undertakes to examine a 
bank, mere banking knowledge, however extensive, is insuffi- 
cient; it must be aided by a trained mind on the lookout for 
audit details. 

From many years’ scrutiny and observation of directors’ 
examinations it would seem that most of them fail of their 
purpose. This is not intended as a criticism, neither is it the 
thought that only bank examiners or accountants should 
examine a bank. It is the thought, however, that there are 
certain things which the trained accountant or examiner can 
do, which the director cannot do, while on the other hand 
there are certain things which the director can do to much 
better advantage than the accountant or examiner. Each fills 
a peculiar niche and the best results for the public, the deposi- 
tors and the stockholders can be obtained when the directors 
and examiners work together in their examinations. 

What the Directors’ Examinations Lack— An analysis of 
the directors’ examinations whi<?h the writer has witnessed and 
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participated in, seemed to indicate that they failed of their real 
purpose for the following reasons : 

x. Inattention to detail 

2. Lack of technical training 

3. Lack of time 

Inattention to Detail. — After these pages have been 
read it will be noted that the entire examination and audit 
routine as outlined is a series of many detail operations. The 
examination is based on these audit details and some of them 
are very important and must be observed faithfully, otherwise 
the examination will merely be a review instead of a verifica- 
tion. For instance, one of the items sometimes overlooked by 
directors is the sealing of all cash which cannot be counted 
immediately and the sealing of all stocks and bonds on hand 
at the time the examination is started. This is a small item, 
but if neglected, it is possible to cover up a considerable short- 
age for a long time. Again, in checking up notes or invest- 
ments, the controlling account balance which represents the 
total of what should be on hand is taken from the statement 
for that day. If the balance so given is not checked out, and 
the transactions for the day on which the examination was 
started traced through the various books, it may be possible 
for one of the officers, or one of the clerks, to change the 
controlling accounts so that they will agree with the actual 
notes or bonds which the directors have reviewed, in this way 
also covering up a shortage. Again, how many directors secure 
letters of verification from their correspondent bank and make 
their own reconciliation with the account as it appears on their 
books, checking the drafts and tracing through the outstanding 
debits and credits? Very few. Usually a few questions are 
asked, and the accounts are reconciled by one of the clerks or 
the officers and presented to the directors. The mere fact that 
the account is reconciled does not mean that the balance shown 
is correct, for it is possible to include extraneous items in the 
reconciliation, so that the balance will agree with that shown 
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on the books. One case is known, where correspondent 
accounts were manipulated for nearly three years before being 
discovered. 

In the case of investments it is necessary that all invest- 
ments in the custody of the bank be examined simultaneously. 
To effect this, as noted previously, all these items should be 
sealed when the examination is started. Most directors’ exami- 
nations confine themselves to an inspection of the bonds owned 
by the bank, which leaves a loophole, for if an employee is so 
minded he can take securities from the collateral file, or safe- 
keeping file, or perhaps the trust department files, to make good 
securities which he has taken from the bank’s own investments. 
After they have been examined he returns them to their orig- 
inal file, so that if later the other files are examined, they too 
will be found in good order. Again, the verification of deposits 
by mail inquiries is very seldom resorted to by the directors. 
In many cases the only verification made is the running of a 
trial balance of the open accounts. Sometimes even this is not 
done, the item being accepted as shown in the general ledger 
without verification. The trained examiner knows that a 
periodical examination of the deposit ledgers will never insure 
safety or protection to the bank; the only way by which the 
bank can be protected is by having an effective internal check, 
and the adequacy of the routine in operation can only be judged 
by one who has been trained for that purpose. 

These are only a few of the many details which are 
overlooked by bank directors. 

Lack of Technical Training. — The training and expe- 
rience required in the examination of a bank is not usually 
possessed by the directors of a bank. They are a group of 
business men and while they have a thorough knowledge of 
banking, credits and investments, they are not usually account- 
ants or examiners. It takes at least five years’ training and 
experience to make an efficient bank examiner. No one would 
expect or require bank directors to spend this much of their 
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time for that purpose ; therefore, the fact that a director does 
not have this training is no cause for criticism. An examiner 
or accountant after he spends several years examining and 
auditing acquires what might be called a sixth sense, which is 
of great value in enabling him to eliminate non-essential details 
and still make his examination a complete one. A director 
who merely examines his own bank once or twice a year could 
not hope to acquire such proficiency. 

Then, too, no small part of the examiner’s work is the 
devising of new systems and methods of internal control. The 
practice and skill required to do this effectively are not usually 
available to directors. The discussion might be carried on 
indefinitely, but may be summed up by the statement that con- 
siderable study and practice is required if a complete exami- 
nation is to be made. 

Lack of Time. — An adequate examination of a bank 
requires at least several weeks’ time from an examiner or 
public accountant, together with the services sometimes of a 
number of assistants. How many directors could devote such 
time and secure the same results? Most directors’ examina- 
tions occupy only a few days’ time; sometimes they are com- 
pleted in one afternoon. As a result many important items are 
overlooked. 

Directors Should Have Knowledge of Their Bank. — It 
is fairly well recognized that the directors of a financial insti- 
tution should have complete knowledge of their bank; actual 
facts, not mere superficial details. In one case the court stated 
that “Directors will not be relieved from liability to the 
creditors and stockholders of a bank for losses resulting from 
mismanagement on account of want of knowledge as to those 
matters pertaining to the affairs of the bank which it is their 
duty to know.” (Elliot v. Farmers Bank, 61 W. Va. 641, 
57 S. E. Rep. 242.) In another case (Marshall v. Farmers 
and Mechanics Savings Bank, 85 Va. 676, 8 S. E. Rep. 586) 
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it was stated in part: “They were in duty bound to cause the 
books of the bank to be examined at regular intervals. This 
they never did throughout their whole career, nor did they 
ever call for a statement of their accounts with other banks. 
Their vaults and their cash drawer were emptied by illegal 
abstractions and insolvent loans and they admit that they never 
knew it, and pleaded this as their exculpation. If these direc- 
tors had any duty to perform whatever towards these deposi- 
tors the records of this case do not show its performance. 
They plead ignorance. It is difficult to concede that they could 
have been ignorant of all this. But, suppose they were. Their 
duty required that they should have looked well into all these 
matters, and if they have negligently trusted them to others 
and loss has occurred, should it fall on them or upon the 
depositors who had trusted them and whose trust they .had 
accepted, and to whom they had solemnly promised such care 
and attention as were to be expected of good business men?” 

This seems to indicate that the directors of a bank cannot 
take things for granted, but must either through themselves or 
through others verify the condition of all the departments of 
their bank. 

Examinations Outlined by the Comptroller of the Cur- 
rent: v. — The Comptroller of Currency, having charge of 
national oanks, has issued a list of items to be covered in 
directors’ examinations, whether made by them or for them, 
as follows: 

“1. The cash should be counted and the total compared with 
the books of the bank. Cash items should be carefully scruti- 
nized and any improper items, such as unposted checks, held 
for the purpose of not showing overdrafts and other items that 
cannot be readily converted into cash, should be reported. 

“2. The bonds and other securities of the bank should be 
examined, and those not on hand should be verified by refer- 
ence to the receipts of the parties, with whom they are 
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deposited, and if the receipts are old they should be Verified 
by correspondence. The market value and the amount at which 
carried on the books in the aggregate should be shown, and 
any stock held by the bank should be listed with a statement 
showing the reason the securities were taken by the bank. 

“3. The notes should be carefully checked and their total 
compared with the general ledger. The genuineness, value and 
security of each note, and of any collateral thereto, should be 
carefully determined, and any losses, ascertained, or probable, 
in the judgment of the committee, should be noted. The lia- 
bilities of each of the larger borrowers and loans to affiliated 
interests should be aggregated and carefully considered. The 
report should also show the general character of the loans — 
whether well distributed; the general character of the col- 
laterals; whether corporations in which officers or directors 
are interested borrow to an undue extent; also any large 
liabilities of the officers or directors. It should also be shown 
whether all paper claimed by the bank as its own property, 
including collaterals, is properly endorsed or assigned to it, 
and all mortgages recorded. Any loans exceeding 10% of 
the capital and surplus of the bank should be reported. The 
signature of all note makers and indorsers should be carefully 
scrutinized, and any erasures and alterations, or any indica- 
tions of manipulation, should be carefully investigated and 
reported to the full board. All overdue paper should be listed 
and comment made as to its collectibility. 

“4. The certificates of deposit and the cashier’s checks 
should be verified by totaling those outstanding as shown by 
the register and comparing with the general ledger, and also 
by comparing the cancelled certificates and checks with the 
register and checking them against the stubs. 

“5. The copy retained by the bank of the report of condi- 
tion made to the comptroller at the last call should be com- 
pared with the bank’s books at that date, particularly with 
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reference to the excessive loans and directors’ and officers’ 
liabilities reported. 

“6. The bank’s last reconcilements of accounts with corre- 
spondent banks should be compared with the bank’s books, and 
a transcript of the bank’s account from the date of the last 
reconcilement to the date of the examination sent to the 
correspondent bank with a request for verification. Balances 
with non-member banks in excess of 10% of the capital and 
surplus should be reported. 

“j. Individual ledger balances should be verified in such a 
manner as the directors may deem advisable, by calling in pass 
books, by sending out reconcilements of certain accounts 
selected by the directors, or in some other suitable way. A 
trial balance of the ledger should be taken by some member of 
the committee, or at least by some person other than the clerk 
engaged on the ledger. 

“8. Overdrafts should be totaled and carefully considered 
and the report should show any estimated losses. 

“9. The committee should consider carefully the profit and 
loss and the expense accounts, with a view to determining 
whether the charges against these accounts are proper, whether 
the earnings of the bank warrant the expense charges, and 
whether the bank is making a legitimate profit. 

“10. The examining committee should inquire carefully into 
the arrangement of the working affairs of the bank and ascer- 
tain whether any employee who keeps the individual ledger 
receives deposits or balances pass books; and whether the 
employees are properly bonded and in whose custody the bonds 
are lodged. 

“11. Any liability of the bank for borrowed money should 
be listed, and the proper authority and the necessity for such 
borrowing ascertained. The total amount of the present 
liabilities of that nature should be reported to the board, 
including money borrowed from other banks on certificates of 
deposit. 
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The report should show that these points have been 
covered, and should recite any deficiencies discovered. It 
should contain a complete statement of the total assets and 
liabilities of the bank, with any additions dr deductions that 
in the judgment of the directors should be made as a result 
of their investigation. There should be included a detailed 
statement of the loans which the directors estimate as worth- 
less, doubtful, or insufficiently secure, giving reasons therefor, 
and as nearly as possible the real value. A statement should 
also be made of any matters which in the opinion of the com- 
mittee affect in any way the bank’s solvency, stability or 
prosperity.” 

Directors’-Accountants’ Examination. — By a comparison 
of this list and the operations previously described, it may 
be seen that the examination outlined will not afford com- 
plete protection of assets and earnings, even when it is faith- 
fully carried out. Present directors’ examinations at best, if 
only for lack of time, can only cover the surface of things, 
but it is believed that the directors can help themselves and 
their banks greatly by spending the time they now devote to 
the details of examination, in reviewing the loans and invest- 
ments with the examiner after their mathematical accuracy has 
been ascertained. In this way directors will be working with 
a known quantity which they know to be correct. By concen- 
trating the limited amount of time which they have available 
for such work, on loans and investments, they can pick out the 
weak points in their investment and lending policies, for they 
are admirably fitted for such work by experience and knowl- 
edge of local conditions and affairs, leaving to others the detail 
of auditing the various items. This will assure the directors 
that all assets of the bank and all earnings have been accounted 
for, and that the liabilities are properly stated. 

Call Statements — One of the important duties of the 
directors is to render the periodical reports of the financial 
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condition of the bank. In some cases directors have been held 
liable because of publishing statements which were later found 
to be incorrect ; in other cases they have not. While the 
decisions are not uniform, however, the directors have been 
held liable for damages in cases of this character with sufficient 
frequency to make it worth their while to assure themselves 
that official reports issued by them represent the actual condi- 
tion of the bank. In a number of cases the directors have 
escaped liability on a technicality — on the basis that as the 
statute requiring the reports stated a penalty for the issuance 
of a false or incorrect report, this penalty measured the extent 
of their liability. In these cases they were not held liable for 
damages through loss of investment or deposits to other per- 
sons, who relied on incorrect statements. 

The matter is of sufficient importance to warrant careful 
thought by the directors as to the responsibility they are asum- 
ing in signing a statement which has not been verified by some 
independent means. It is of course impossible to have an 
examination made in anticipation of a call by the supervising 
authorities, but the directors can arrange to have a series of 
examinations in which they may co-operate, and to have such 
a system of control in effect that a statement as taken from 
the books, at any time, will substantially reflect the true condi- 
tion of the institution. 



CHAPTER XXIX 


EXAMINATION AND AUDIT PROGRAM 

Careful Planning Essential — In making an audit or ex- 
amination of a financial institution, with the exception of the 
smaller banks, it will be found very convenient to prepare a 
list or program of the audit operations to be performed, show- 
ing the extent of verification of each item. Careful planning 
of an examination and audit is very essential, if it is to fulfill 
its purpose, and there is no better way of planning than to 
set down in writing what is to be done. 

In large examinations, or when a number are in progress, 
such a list facilitates the work, as after the first day or so, in 
the absence of the chief examiner, his assistants can proceed 
with the work as laid out, without waiting for instructions. 
Such a program is also of value in maintaining a complete 
history of the actual work performed and the men responsible 
for it, as all this is indicated on the face of the program as 
the work progresses. It can also be used to plan subsequent 
examinations in the same bank, where it may be desired to 
change, from examination to examination, items to be verified 
in a complete manner. 

Again it is of value in laying out the work to be done 
where only a limited examination is to be made. In such cases 
a meeting is had with the directors, and with their assistance 
a program is built up, which is then approved by them. The 
directors then have a full knowledge of what is being done, 
and what is not being done. This protects the examiner in the 
event that shortages are later found in items not included in the 
scope of the audit or examination. It should be remembered, 
however, that while this would clear the examiner with the 
directors, the general public would only know that so-and-so 
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had made an examination and had not found the shortage. 
Consequently, caution should be used in limiting too much the 
scope of an audit or examination. 

A Model Program. — In the following pages a model pro- 
gram has been submitted. As shown it is in detailed form; 
in actual practice this could be condensed to any size required, 
as long as the general characteristics were maintained. Columns 
are usually provided at the left to insert the initials of the 
assistant performing each operation, and the date. A check 
column should also be provided, in which a check mark is 
placed (vO when a particular operation is started, which is 
crossed thus ( Vf" ) when the operation is completed. A peru- 
sal of the program will then show the work which has been 
planned, that which has been finished, that which has been 
started, and that which remains to be done. 

Examination and Audit Program No 

Name of Bank 

Location 

Kind of Bank 

Member of Federal Reserve System 

Departments Carried: 


Examination made as of Close of Business 

For the Period From To 

Examination Started Examination Completed 

Accountant In Charge 

Assistants : 


Personnel 

President 1st Vice-President 

Cashier or Treasurer Trust Officer 

Chairman of the Board Chairman of Auditing Com, 

Managing Officers: 
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1st Paying Teller 1st Receiving Teller 

2nd Paying Teller 2nd Receiving Teller 

Note Teller General Ledger Bookkeeper 

Others : 


Order of Examination 


The Accountant In Charge should indicate here the order in which 
the various items will be examined and audited. This sheet should be 
prepared previous to starting the examination, or immediately there- 
after. 

1 

2 


3- 

4- 

5- 

6 . 

7 - 

8 . 

9* 

10. 

11. 

12. 

13* 

14 . 

15- 


Notes 


1. Cash and Cash Items 

(a) Assign one assistant to each teller, or if this is impossible have 

tellers br\ng their cash to central point. 

(b) Seal Vault Cash. 

(c) Have Tellers balance Cash and prepare Proof Sheet in your 

presence. 
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(d) Count all Cash including* Vault Cash in the presence of tellers 
and officer in charge of vault. 

Teller Count By 


(e) Prepare summary of count for each teller listing all Cash 

Items in detail. 

(f) Secure signatures on these summaries of the tellers, as to cor- 

rectness of the count and as a receipt for safe return of the 
cash to them. 

(g) Prepare schedule of Cash Count segregated as to location and 

character for report. 

(h) Check and prove with General Ledger Account. 

(i) Verify that all Cash Items are proper and their disposition 

during the course of audit. 

(j) Determine if any Cash Items have been carried for any length 

of time. 

(k) If any items are questionable or if any checks or paper of 

Directors, Officers, or Employees are carried as Cash Items, 
prepare schedule for inclusion in report. 

(l) Schedule Overs and Shorts by tellers for fifteen days preceding 

the date of examination. 

(m) Check all entries to General Ledger Account for the period 

under review. 

(o) 

(P) - 

(q) 

2. Exchanges 

(a) Obtain simultaneously with the Cash all envelopes containing 

checks to be sent to the Clearing House or Correspondent or 
Local Banks. 

(b) Prepare Summary of exchanges by Banks from the Proof 

Sheet. 

(c) Check totals shown on envelopes to Summary Sheet. 

(d) Compare items inside the envelopes with the lists and verify 

footings. 
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(e) Insert in each envelope letter requesting confirmation with 

stamped return envelope. 

(f) Check letters received against Summary prepared in 2 (b). 

(g) 

3. Correspondent Banks 

(a) Prepare a list of all amounts “Due To Banks'’ and “Due From 

Banks,” as of the date of examination showing name of 
bank and amount. 

(b) Compare with General Ledger Controlling Account if Corre- 

spondents' Accounts are kept in separate ledger. 

(c) Write to all banks requesting statements of account and certifi- 

cates of balance as of 

(d) Prepare Reconciliations of accounts listing all outstanding 

drafts at the same time reviewing them to see that they are 
proper. 

(e) Schedule Items Out for Collection showing date sent, due date, 

maker, endorser, Bank to which sent for collection, where 
payable and amount. 

(f) Secure direct confirmation from banks to which these collection 

items were sent. In so doing give sufficient information in 
your letter so that the other bank may be able to identify 
them. 

(g) Check letters received against schedule prepared in 3 (e). 

(h) Arrange schedule of Collection Items so that it may be in- 

cluded in report. 

(i) Make any adjustments necessary due to items found in recon- 

ciling accounts. 

a) 

00 

4. Loans and .Discounts 

(a) At the commencement of the examination place all collateral 

under seal. 

(b) Sight and list on special slips all loans and discounts showing 

maker, endorser, if any, amount of loan, and complete de- 
scription of collateral if any. 

(c) Determine that notes are properly dated, unmatured and exe- 

cuted without alteration. 

(d) Have 


inspect signatures on notes. 
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(e) Total the amount of loans as found on slips and prove with 

General Ledger Account. 

(f) Check slips prepared under 4 (b) against collateral held on 

file for same. Scrutinize for substitution, and determine that 
they are legitimate. 

(g) Note that collateral is endorsed in blank or accompanied by 

power of attorney. 

(h) List all exception to above with complete details. 

(i) Value collateral and note its sufficiency. 

(j) Where Stocks and Bonds of Local Companies are pledged as 

collateral, secure their valuation from Directors. 

(k) List all exceptions to 4 (i). 

(l) Verify by direct correspondence loans made through Corre- 

spondent Banks and secure certificates for collateral held as 
security therefor. 

(m) Verify by direct correspondence loans out for collection. See 

item 3 (f). 

(n) Verify by correspondence items sent to attorney for collection. 

(o) Determine that partial payments are listed on notes together 

with date of payment. 

(p) Check through all loans made and all payments received on notes 

since the last examination. 

(q) Determine that all loans have been properly approved by the 

Board of Directors or their committee. 

(r) List those loans not approved; review with Committee and 

obtain their written approval. 

(s) If notes are not listed, as of the date on which the examination 

is being made, list all notes paid and new loans made between 
date of examination and day on which the notes are listed. 
Review all transactions. 

(t) Obtain direct verification by correspondence on : 

Notes Discounted 

Collateral Loans 

Collateral 

Demand Loans 

(u) Determine if too many loans are being made to any particular 

industry or line. 

(v) Classify loans as to Demand and Time. 

(w) Classify loans as to types, i.e., Secured by U. S. Bonds, by 

Stock Exchange Collateral, etc., Two-Name Paper, Single- 
Name Paper, etc. 
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(x) Schedule all loans according to maker in alphabetic order. 

(y) Prepare schedule of large lines of borrowers. Lines over 

$ are considered large for this bank. 

(z) Determine and list loans made in excess of legal limits. 

(aa) Take up with Directors necessity of providing a Reserve to 
take care of anticipated losses. 

(bb) Analyze Slow and Doubtful loans to ascertain the amount of 
reserve to be provided. 

(cc) Check daily footings of Discount Register into General Ledger 
Account. 

(dd) Accrue interest on all loans to date of examination and make 

necessary adjustment on working papers. 

(ee) Compute Unearned Interest on Notes Discounted and make 
necessary adjustment. 

(ff) Make any adjustment required to bring Controlling Account 
into agreement with actual notes. 

(gg) Determine and list all Past Due Paper, showing Due Date, 
Maker, Endorser, Amount, Collateral, if any, and disposition. 

(hh) List all loans on which interest is in arrears, giving maker, 
endorser, amount, collateral if any, last interest payment 
and amount unpaid. 

(ii) Review with Officers or Directors all lists of exceptions pre- 
pared during the course of the audit, giving them an oppor- 
tunity to explain the items which have been questioned. 

(jj) 

(kk) 

GO 

(mm) 

5. Mortgages and Judgments 

(a) Sight and list on special slips all mortgages and judgments 

owned by the bank, showing name of mortgagor, year 

mortgage was given and the amount. 

(b) Verify by direct correspondence those with attorney for col- 

lection, or elsewhere. 

(c) Total and prove with General Ledger Account or Record Book. 

(d) Review all mortgages, checking same back against Record 

Book. 

(e) See that Bond is attached to Mortgage. 

(f) See that all mortgages are accompanied by proper documentary 

evidence of priority of lien and title insurance policies, 
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(g) Determine that fire insurance policies are attached to mortgages ; 

that they are sufficient and that they contain a Standard 
Mortgagee Clause. 

(h) Determine what visible evidence there is that mutual fire in- 

surance policies are in force. 

(i) Prepare separate schedule of those items not first liens, desig- 

nating items taken in payment of other debt. 

(j) Prepare schedule showing exceptions to all of above. 

(k) Determine that partial payments on mortgages are endorsed on 

mortgage bond. 

(l) Ascertain that payment of taxes and assessments by mortgagor 

are verified at stated intervals. 

(m) Compute the interest accrued on mortgages from last interest 

date to date of examination. 

(n) Prepare schedule of mortgage loans in arrears for six months 

or more, showing all details with approximate value of prop- 
erty and last date of interest payment. 

(o) Take up with Directors advisability of providing a reserve for 

possible losses. 

(P) 

(q) 

(r) On Judgments determine that Prothonotary signed Prothono- 

tary’s receipt and that his seal is attached. 

(s) Determine that all judgments listed are live at the date of ex- 

amination. 

(t) Determine whether it is the practice of the bank to have at in- 

tervals an attorney’s certification that all judgments held are 
unsatisfied on the county records. 

(u) Accrue the interest due on such judgments to the date of ex- 

amination. 

(v) Prepare schedule of exception to above for report purposes. 

(w) Review exceptions with officers and directors. 

(x) Combine slips prepared under 5 (a) with Loans and Discounts 

slips so that a complete alphabetic list of all borrowers may be 
prepared. 

(y) 

(z) 

6. Overdrafts 

(a) Determine and list all overdrafts in Commercial accounts at 
the date of examination, 
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(b) Determine and list all overdrafts in Savings accounts at the 

date of examination. 

(c) Ascertain how long they have existed and what disposition, if 

any, has been made of them during the course of the audit. 

(d) See if a permanent record is kept of all overdrafts and whether 

or not they are approved by an officer. 

(e) Determine if any accounts show habitual overdrafts. 

(f) Ascertain if any of the overdrafts are secured. 

(g) If items are at all questionable, review with Directors or their 

committee and obtain written approval. 

(h) 

(i) 

7. Acceptances 

(a) Determine and set up on Balance Sheet Customer’s liabilities 

to Bank at date of examination for drafts accepted by the 
bank for their account. 

(b) Prepare schedule showing complete details for report purposes. 

(c) Determine and set up on Balance Sheet the bank’s liability to 

others for drafts accepted. This should agree with item 7 (a). 

(d) Determine whether or not customers are required to make 

a written agreement or guarantee to provide funds to meet 
acceptances at maturity. 

(e) Determine whether there are any acceptances paid by Bank not 

taken up by customers at maturity. 

(f) IS there are such items they should be classed as a Loan. 

(g) 

(h) 

(i) 

8 . Letters of Credit 

(a) Determine and set up on Balance Sheet Customers’ liabilities 

under Letters of Credit at the date of examination. 

(b) Schedule in proper form for report purposes. 

(c) Determine and set up liability of bank under Letters of Credit 

Issued. 

(d) 

(e) 

9. Stocks and Bonds Owned 

(a) All securities should be sealed when the examination is started. 
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(b) Examine and list on special slips all securities held by the 

bank as its own, showing in the case of stocks. 

Certificate Number 
Par Value 
Class 

Dividend Rate 
Total Amount 

while in the case of bonds: 

Serial Number 
Par Value 

Name of Issuing Company 

Description 

Interest Rate 

Interest Dates 

Due Dates 

Total Amount 

(c) Note that all matured coupons are detached and that all un- 

matured coupons are attached. 

(d) Note that stock certificates, if any, are issued to the bank. 

(e) Verify, by direct correspondence, bonds pledged by bank as 

collateral for loans from others. 

(f) Verify by direct correspondence bonds deposited elsewhere for 

safekeeping or otherwise. 

(g) Verify d>ondsr deposited with U. S. Treasurer to secure Circula- 

tion, by correspondence. 

(h) Verify bonds deposited for security on official deposits of any 

kind. 

(i) Insert on slips value at which bonds and stocks are carried on 

the books as evidenced by the Investment Register or Record. 

(j) Total items of book value and compare with the amount shown 

by the General Ledger Account. 

(k) Check all postings to the general ledger account for the period 

under audit. 

( l ) Verify all transactions occurring during the period under audit 

by inspecting and comparing bills of sale and receipts on file. 

(m) Prepare separate detailed schedules of stocks and of bonds 

for report purposes. 

(n) Value all securities. Where no current market use bid prices. 

In case of securities of local companies obtain valuations 
from directors, 



Ch. 29] EXAMINATION AND AUDIT PROGRAM 369 

(o) Determine total market value showing appreciation and de- 

preciation separately. 

(p) Consult with Directors and Officers about the necessity of 

providing a reserve for the amount of depreciation shown. 

(r) Analyze bonds for maturities and prepare schedule showing the 

par values of bonds which will mature during the next 
twenty years. 

(s) Analyze interest rates and determine average rate of return 

on bonds based on : 

Par Value 

Book Value 

Market Value 

(t) Obtain and list for report purposes stocks and bonds held by 

bank, but not carried on the general books. 

(u) Value and compute total market value of such securities. 

(w) Review bonds for those in default either of interest or principal. 

Schedule for report. 

(x) Review stocks held and determine those not paying dividends. 

List for report. 

(y) Review books and determine amount of depreciation which has 

been written off in' previous years on stocks and bonds still 
held. 

(z) Make adjustment to state stocks and bonds at actual cost by 

setting back depreciation obtained in (y), carrying the dif- 
ference in a separate account “Reserve for Depreciation on 
Stocks and Bonds.” 

(aa) To the schedule of bonds on hand at date of examination add 
bonds sold during period. From this adjusted schedule com- 
pute the interest that should have been received during the 
period and compare with income actually received as shown 
by the records. 

(bb) Compute income accrued on bonds, but not yet due. Do not 
, include interest on bonds in default or dividends on stocks. 

(cc) 

(dd) 

(ee) 

(ff) 

(gg) 
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10. Miscellaneous Assets 
Redemption Fund 

(a) Verify amount deposited with U. S. Treasurer for redemptio 1 

of circulation, by direct correspondence. 

(b) Check through amounts due from U. S. Treasurer. 

Interest Receivable 

(c) Verify that under Loans and Discounts and Mortgages and 

Judgments, that you have accrued the interest due the bank. 

(d) Verify that under Investments you have accrued the interest 

accruing to the bank. 

(e) 

Income from Other Departments 

(f) If income from other departments is not taken into account on 

general books as earned, make adjustment to show all earn- 
ings to date on general books. 

(g) Accrue Income from Rentals, Safe Deposit Boxes, etc. 

(h) - 

Prepaid Insurance 

(j) Examine all insurance policies and schedule as to amount cov- 

ered, nature of risk, term expiration and premium paid. 

(k) Determine that insurance premiums have been paid. 

( l ) Ascertain that policies are payable to bank. 

(m) Compute the value of the prepaid portion of premiums and 

set up on Balance Sheet. 

(n) Determine amount of insurance carried on various risks for 

report purposes. 

(o) 

Prepaid Taxes 

(p) Analyze Taxes Paid, preparing schedule showing nature of tax, 

date paid, period covered and the amount. 

(q) Ascertain prepaid value, if any, and set same up on Balance 

Sheet. 

(r) 

(s) 

11. Real Estate Other than Bank Building 

(a) Schedule all real estate held by the Bank and not used as a 
Bank Building. 
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(b) Analyze additions to the accounts during- the period fot capital 

improvements and ascertain that they are proper. 

(c) Review expense accounts to ascertain if items representing 

capital outlay have been charged there in error. 

(d) Examine deeds covering different properties and ascertain that 

they are recorded in the bank’s name. 

(e) Determine that sufficient insurance is carried. See item 10 (j). 

(f) Determine amount of such real estate taken for debt and 

amount acquired otherwise. 

(g) Determine if any is being held in violation of banking laws. 

(h) Ascertain if real estate is held by bank, but carried in some 

other account, not as real estate. 

(i) Prepare schedule showing assessed value of real estate held as 

compared with book values. 

(j) 

12. Bank Building and Land 

(a) Analyze additions to Building Account for period under audit. 

(b) Make any adjustments necessary to capitalize items charged to 

expense accounts, or those incorrectly capitalized. 

(c) Examine deeds covering banking house and ascertain that they 

have been recorded. 

(d) Determine insurance carried. See 10 (j). 

(e) Ascertain that the account is stated at original cost. 

(f) If in the past depreciation has been charged directly against 

the account, determine what these amounts were and set them 
back, crediting such amounts to a Reserve for Depreciation 
on Buildings. 

(g) Separate account as to Land Value and as to Building Value. 

(h) Prepare schedule of depreciation making charge for current 

period on the basis of % per annum. 

(i) Ascertain if the land or building is encumbered in an way, and 

if so, whether the bank is liable on the encumbrance. 

o) 

13. Furniture and Fixtures 

(a) Analyze additions to the account during the period under audit. 

(b) Make any adjustments necessary to capitalize items charged to 

expense or vice versa, 

(c) Determine insurance carried. See 10 (j). 

(d) Ascertain that the account is stated at cost. 
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(e) Make adjustment similar to 12 (f). 

(f) Prepare schedule of depreciation making charges for current 

period on the basis of the following : 

Item Rate 


(g) 

14. Commercial Accounts 

(a) Run trial balances on all commercial ledgers, including Inactive 
Ledger, as of the date of examination. 

Ledger Run By Checked By 


(b) Check run back against individual accounts. 

(c) Prepare recapitulations of runs, total and prove with the amount 

in the General Ledger. 

(d) Analyze for Overdrafts. See item 6. 

(e) Analyze and make adjustments to transfer items not Commer- 

cial Deposits, such as Certificates of Deposit, Cash Accounts 
of other Departments, Cashier's Checks, Certified Checks, 
Dividend Checks, Bank Accounts, etc. 

(f) Scrutinize individual accounts for cross-entries that may not 

have been authorized. 

(g) Ascertain that trial balances are taken off at frequent intervals. 

Obtain same and compare with Controlling Account. 

(h) Determine the efficiency, if any, of the internal check on the 

handling of these accounts. 

(i) Determine total number of accounts of Commercial nature at 

date of examination. This can be done by measuring tapes. 

(j) Accrue interest or provide reserve from last date on which in- 

terest was paid to date of the examination. 
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If Pass Books are Used : 

(k) Examine all pass books in bank at the time of examination, 

also those presented for settlement during the course of audit. 

(l) Call in all Pass Books. 

(m) Supervise settlements, comparing balances with those shown 

in individual ledgers and deliver to depositors in person. 

(n) Send out requests for confirmation on balances shown in pass 

books. 

(o) Prepare schedule showing books on which there are differences, 

or those on which no confirmations have been received. 

(P) 

If Statements are Used : 

(q) Check Statements to Ledger. 

(r) Prepare schedule of those being sent out, showing account num- 

ber, name, address and balance. 

(s) Send out requests for confirmation on all accounts. 

(t) Check replies received against schedule and prepare list of those 

on which no verifications are received. 

(u) 

(v) 

(w) Check all Inactive Accounts. 

(x) Make any adjustments required to bring Controlling Account 

into agreement with the trial balances of individual ledgers. 

(y) 

<*) 

15. Savings Accounts 

(a) Run trial balances on all savings ledgers, including Inactive 
Ledger, as of the date of examination. 

Ledger Run By Checked By 


(b) Chfefck runs back against individual accounts. 

(c) Prepare recapitulations of runs, total and compare with the 

amount shown in the General Ledger. 
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(d) Analyze for Overdrafts. See item 6. 

(e) Analyze and make adjustments to transfer items not Savings 

Accounts, such as Christmas Clubs, Special Bank Accounts, 
etc. 

(f) Scrutinize individual accounts for cross-entries that have not 

been authorized. 

(g) Compute the interest that should have been paid for period 

under review as based on daily average and compare this 
with interest actually paid. 

(h) Ascertain that trial balances are taken at frequent intervals. 

Obtain some of the recent ones and compare with Controlling 
Account. 

(i) Determine the efficiency of internal check. 

(j) Ascertain total number of accounts at date of examination. 

(k) Accrue interest or provide reserve for interest payable from 

last interest date to date of examination. 

(l) Examine all Pass Books in bank at time of examination, and all 

those presented for settlement during the course of work. 

(m) Call in all Pass Books for verification. 

(n) Supervise settlements, comparing balances with those shown 

in individual ledgers and deliver to depositor in person. 

(o) Prepare schedule showing books on which there are differences. 

(P) 

(q) 

(O : 

(s) 

16. Christmas Clubs 

(a) Run trial balances on all current clubs as of the date of exami- 
nation. If this is impossible show reconciliation back to 
date of examination. 

Kind Run By Checked By 


(b) Check run back against cards. 
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(c) Prepare recapitulation of runs, total and compare with the 

amount shown in general ledger account. 

(d) Set up Christmas Clubs of previous years, if not set up sep- 

arately on books. 

(e) Provide interest reserve on average deposits. 

(f) 

(S) 

17. School Savings 

(a) Run trial balance on School Savings. 

(b) Check run back against cards or accounts. 

(c) Provide reserve for interest. 

(d) 

(e) 

18. Certified Checks 

(a) List all outstanding checks at date of examination. 

(b) Check all entries made to General Ledger Account for period 

under review. 

(c) Compare amount outstanding with balance shown in general 

ledger account. 

(d) If not shown separately in General Ledger prepare adjustment 

to show same separately on Balance Sheet. 

(e) Determine that on paid checks either the certified checks, or 

receipts from customers are on file. 

(f) Check through to payment all certified checks appearing as 

outstanding at time of previous audit. 

(g) Check through to Depositors’ Accounts all checks certified over 

$ during the period under audit, and ascertain 

that on the day certified there were sufficient funds in the 
account. 

00 

(i) 

19. Cashier's or Treasurer's Checks 

(a) Check through to payment checks which appeared as outstanding 

at the time of previous audit. 

(b) Check all those issued during the period under review and re- 

turned as paid, noting signatures and endorsements. 

(c) List those remaining outstanding, giving date issued, payee and 

amount 
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(d) Check all charges and credits to General Ledger Account. 

(e) Prove outstanding checks with Controlling Account. 

(*) 

20. Certificates of Deposit 

(a) Check through to payment or as outstanding all certificates out- 

standing at the time of previous audit. 

(b) Check all charges and credits to General Ledger account for 

the period under audit. 

(c) Inspect all certificates of deposit paid during period and check 

same back against stubs and register. 

( d) List outstanding certificates and compare with Controlling 

Account. 

(e) Analyze and determine as Time, or Demand, Interest, or Non- 

Interest Bearing. 

(f) If Interest Bearing compute accrued interest to date of examina- 

tion. 

(g) 

00 

21. Dividend Checks 

(a) Check through to payment Dividend Checks outstanding at time 

of previous audit. 

(b) Verify that dividends were paid on the proper amount of stock. 

(c) Inspect all dividend checks drawn and paid during period, com- 

paring same with stubs or Register. 

(d) Determine those outstanding and total and compare with Gen- 

eral Ledger account balance. 

(e) 

(f) 

22. Notes Payable 

(a) Check through to payment notes outstanding at date of previous 

examination. 

(b) Determine present outstanding indebtedness classified as; 

Notes Payable with Federal Reserve Banks 
Notes Payable with others 
Rediscounts with Federal Reserve Bank 
Rediscounts with others 

(c) Determine that such borrowings were approved by the Board. 
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(d) Verify that all outstanding indebtedness is stated correctly by 

direct correspondence. 

(e) Ascertain if money has been borrowed through open accounts, 

or through Certificates of Deposit. 

(f) Prepare schedule for report purposes. 

(g) Accrue interest from date of last payment to date of exami- 

nation. 

(h) Determine if bank has become a habitual borrower. 

0) 

(j) 

23. Circulation 

(a) Sight recent advice from United States Treasurer as to amount 

of circulation. 

(b) Secure letter of confirmation. 

(C) 

24. Borrowed Bonds 

(a) Determine if any bonds carried by bank or used as collateral 

are borrowed from other banks or persons. 

(b) If sp, verify by direct correspondence. 

(c) * 

25. Miscellaneous Liabilities 

Accrued Interest 

(a) Determine that under the various Deposits you have accrued 

interest from date of last payment to date of examination. 

(b) Accrue Interest unpaid on Notes Payable. 

Unearned Interest 

(c) Determine that under Loans and Discounts you have computed 

the amount of unearned discount and have adjusted the bal- 
ance sheet accordingly. 

(d) i 

Taxes 

' (e) Compute and set up on Balance Sheet Federal Income Tax for 
previous years, or portions thereof, which are unpaid. 

(f) Compute and set up liability for Federal Income Tax for cur- 
rent period or year. 

(s) 

(h) Determine if tax returns for previous years have been ex- 
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amined by Revenue Agents and liability finally determined. 
If returns have not been examined, consider possibility of 
additional assessment. 

(i) 

25. Miscellaneous Liabilities 

(j) If examination is made at the close of the bank’s fiscal period, 

accrue all taxes which run for a fiscal period which does not 
coincide with that of the bank’s and which have not been paid. 

(k) 

( l ) * 

26. Capital Accounts 

(a) Total the number of shares outstanding per certificate stubs and 

compare with General Ledger Account. At the same time 
see that proper stamps are attached. 

(b) Total shares outstanding as shown by stock ledger and compare 

with (a). 

(c) Examine Capital Stock records for the proper record of all 

transfers or sales of stock during period under audit. 

(d) Verify that dividends paid and declared were legal and were 

based on the correct amount of outstanding stock. 

(e) If dividends have been declared, but are unpaid, show liability 

for same on Balance Sheet. 

(f) If there has been any change in the authorized capital see that 

proper legal procedure has been carried out. 

(g) Determine if stock is fully paid. If not ascertain amount sub- 

ject to call. 

(h) Review the minutes of Directors’ meetings as well as Stock- 

holders’ meetings and make notes of all important matters. 

(i) 

27. Directors 

(a) Determine number of directors required by by-laws. 

(b) Ascertain number of meetings held since last examination. 

(c) Prepare schedule showing number of meetings attended by each 

director. 

(d) Determine liability of each Director both direct and as en- 

dorser or guarantor, at the date of examination. Include 
in this list companies in which Directors are interested. 

(e) Determine loans to other officers who are not directors. 
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(f) For the report prepare a schedule showing Names of Directors, 

shares of stock held, liability directly, liability indirectly and 
number of meetings attended during the period. 

(g) Designate those which are in excess of the legal limit Do 

not include collateral or other loans not coming within the 
classification presented by the law. 

(h) Prepare a comparative schedule for report showing status of 

loans of Directors at this examination and at last examina- 
tion. 

(0 

(J) 

28. Surplus 

(a) Prepare analysis of this account for report purposes. 

(b) 

29. Undivided Profits 

(a) Prepare analysis of this account for the period under review. 

Reconcile opening balance with that shown in previous report. 

(b) Prepare and make adjustments on working papers to take out 

of this account items which are properly chargeable or credit- 
able to operations of the current period. 

(c) 

(d) 

30. Income 

(a) Verify that under the proper headings you have accrued the 

interest due the bank on loans. 

(b) Verify that under Stocks and Bonds you have accrued the in- 

terest due the Bank. 

(c) Accrue delinquent Safe Deposit Box Rentals which are col- 

lectible and set same up on the Balance Sheet. 

(d) Accrue delinquent Building Rentals, which are collectible and 

set same up on the Balance Sheet. 

(e) Verify that you have taken in on working papers earnings from 

last closing date to date of examination on all departments 
of the bank, whether these are shpwn as such on the general 
books or not. 

(f) Analyze total income to show Interest on Liberty Bonds, In- 

terest on Municipal Bonds or Notes, Interest on other Bonds, 
Interest on Notes, Dividends on Stock, Exchange, etc. 
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(g) Verify that under 9 (aa) you have prepared schedule showing 

income that should have been received from Investments. 

(h) Check daily postings of interest on loans to book of original 

source. 

(i) Check income from Safe Deposit Box Rentals to book of 

original entry. 

(j) Check income from Building Rentals to Record of Rentals. 

(k) If examination is not being made at end of fiscal period, make 

proper adjustments so that the profit and loss may be cor- 
rectly stated for the portion of the period covered by audit. 

( l ) 

(m) 

(n) 

3*. Expenses 

(a) Verify that all disbursements for the period are properly sup- 

ported and approved. 

(b) Verify distribution of expenses from vouchers. 

(c) Check disbursements for pay roll back against authorized pay 

roll. 

(d) Test interest paid on basis of average rates. 

(e) Verify that under the various headings the interest accrued but 

not credited to the depositors’ accounts has been taken into 
consideration. 

. (0 Determine if expenses of other departments have been paid 
through special funds so as not to appear on books, if so, 
analyze such accounts and make adjustments to show such 
expenses on working papers and report. 

(g) Make adjustments for items charged as expense representing 

capital outlay. 

(h) If examination is made at the end of a fiscal period arrange 

schedule of expenses in form for Tax Return. 

(i) Verify that proper charges for Depreciation have been made 

on Fixed Assets. 

(j) Analyze and verify profits or losses on sales of securities and 

other capital assets. 

00 

( 1 ) 

(m) 
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32. General 

(a) Prepare statement of Income and Expense for the last com- 

plete period. 

(b) Prepare statement of income and expense for the period under 

review. 

(c) Scrutinize accounts and records for Income and Expense from 

assets not carried on the general books, such as securities 
charged off in prior years, properties taken in exchange for 
debts previously charged off, etc. 

(d) Prepare comparative condensed Balance Sheet showing increases 

and decreases between present and last examination. 

(e) Review last report from State or Federal Examiner, observing 

criticisms and determine what effort has been made to elimi- 
nate the features to which they objected. 

(f) Note if recommendations made at previous examination have 

been carried out. 

(g) 

33. Legal Reserve 

(a) Compute Reserve required at date of examination on the basis 

of % on Demand Liabilities and % 

on Time Liabilities. 

(b) Prepare schedule for report showing reserve required and re- 

serve carried. 

(c) Review reserve requirements and reserve carried for at least 

last 30 days to ascertain that Reserve is not constantly 
deficient. 

(d) 

34. Safekeeping 

(a) Examine and compare all securities and papers deposited with 

with the Bank for safekeeping, with the bank’s records of 
same. 

(b) List all exceptions for report purposes. 

(c) Determine whether or not a periodic audit is made of these 

securities and papers by the bank itself. 

(d) Determine if protected by insurance from loss in this depart- 

ment. 


(e) 

(0 
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35. Suretyship 

(a) Ascertain total liability of bank at the date of examination. 

(b) Examine and check all collateral shown to be held as security 

for bonds. 

(c) Determine if Bank protects itself from loss by reinsuring where 

not otherwise protected. 

(d) Review all releases for period under audit. 

(e) Consider advisability of carrying certain portion of premium 

received by bank as a reserve fund for losses. 

(f) Provide reserve for any losses that may be anticipated. 

(fir) 



CHAPTER XXX 

FORMS OF STATEMENTS 


Arrangement o£ the Balance Sheet. — From a review of 
published statements and the forms used by various govern- 
mental authorities in requesting reports, it would seem tla t 
there is a great lack of uniformity, not only in the classification 
of the items but also in their arrangement. This is confusing 
to stockholders and depositors and makes it difficult for the 
layman to make any kind of comparison between statements 
of different banks. 

An examination of published statements will show that they 
run all the way from a mere trial balance to an orderly arrange- 
ment of assets and liabilities. One form used by a Federal 
Reserve Bank in its examinations follows: 


Resources 

Loans and Discounts . $ 

Overdrafts 

Customers’ Liability Account of Acceptances 

Liability of Foreign Banks for Drafts and Acceptances to Create 

Dollar Exchange 

Bonds, Securities 

Federal Reserve Stock 

Bonds and Mortgages Owned 

Judgments of Record Owned ! 

Banking House 

Furniture and Fixtures 

Other Real Estate 

Due from Banks 

Due from Federal Reserve Bank 

Exchanges for Clearing House 

Checks on Other Banks in same place 

Cash 

Cash Items 

Securities Borrowed 

Interest Earned, but Not Collected 

Total Resources $ 
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Liabilities 

Capital Stock $ 


Surplus Fund 

Undivided Profits 

Interest Collected, Not Earned 

Reserve for Depreciation 

Reserve for Interest, Taxes and Expenses 

Due to Banks 

Due Federal Reserve Bank 

Certified Checks 

Cashier’s or Treasurer’s Checks 

Dividend Unpaid 

Demand Deposits : 

Individual Deposits . 

Certificates of Deposit 

Time Deposits: 

Individual Deposits 

Certificates of Deposit 

U. S. Postal Savings 

U. S. Deposits 

Acceptances Executed for Customers 

Acceptances Executed for Dollar Exchange 

Borrowed Money: 

Bills Payable Federal Reserve Bank 

Rediscounts Federal Reserve Bank 

Bills Payable Others 

Rediscounts Others 

Securities Borrowed 

Total Liabilities $ 

Figure 53- Statement of Condition 

Form Used by National Banks. — On the other hand, 
the form used by the Comptroller of the Currency in requesting 
statements of conditions from national banks is as follows: 

Resources 

1. (a) Loans and Discounts, including rediscounts except those 

shown in (b) and (c) $ 

(b) Acceptances of other banks discounted 

Cc) Customers* liability account of acceptances of this bank 
purchased or discounted by it. Deduct Contingent 
Liabilities 

(d) Notes and Bills Rediscounted with the Federal Reserve 

Bank, other than bank acceptances sold 

(e) Notes and Bills Rediscounted with other than Federal 

Reserve Bank, not including bank acceptances sold... 

(f) Acceptances of other banks sold with indorsement of this 

bank 

(g) Foreign bills of exchange or drafts sold with endorse- 

ments of this bank, not included in item (d) above 

Total Loans $ 

2. (a) Overdrafts Secured 

(b) Overdrafts Unsecured t f . , , ] , t ] [ ] 
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3. (a) Customers’ liability account of acceptances executed by 

this bank and by other banks for account of this bank 

and now outstanding 

(b) Liability of foreign banks and bankers for drafts and bills 
accepted by this bank to create dollar exchange and now 
outstanding 

4. (a) U. S. Government Securities Owned— Deposited to secure 

circulation, at par value * 

(b) All other U. S. Government Securities, including pre- 
miums, if any, on all U. S. Government Securities 

5. Other bonds, stocks, securities 

6. Banking house and Furniture and Fixtures 

7. Real Estate owned other than banking house 

8. Lawful reserve with Federal Reserve Bank 

9. Items with Federal Reserve Bank in process of collection 

10. Amount due from state banks, bankers and trust companies in 

the U. S 

11. Cash in Vault and amount due from National Banks 

12. Exchanges for clearing house 

13. Checks on other banks in the same city or town as reporting 

bank and other cash items 

14. Checks on banks located outside of city or town of reporting 

bank and other cash items 

15. Redemption fund with U. S. Treasurer and due from U. S. 

Treasurer 

16. Other Assets, if any 

Total Resources $ 


Liabilities 


17. Capital Stock Paid In $ 

18. Surplus Fund 

19. Undivided Profits: 

(a) Reserved for Interest and Taxes Accrued 

(b) Reserved for other purposes 

(c) Less Current Expenses, etc 

20. Circulation Notes Outstanding 

21. Amount due to Federal Reserve Bank (Deferred Credits).. 

22. Amount due to National Banks 

23. Amount due to State Banks, Bankers and Trust Companies in 

the U. S 

24. Certified Checks Outstanding 

25. Cashier’s Checks on own bank outstanding 

Demand Deposits Subject to Reserve: 

26. Individual Deposits subject to check 

27. Certificates of Deposit due in less than 30 days 

28. State, county or other municipal deposits secured by pledge 

of assets of this bank 

29. Deposits requiring notice, but less than 30 days 

30. Dividends Unpaid 

31. Other Demand Deposits 

Time Deposits Subject to Reserve ; 

32. Certificates of Deposit, other than for money borrowed 

33. State, county or other municipal deposits secured by pledge of 

assets of this bank 


Oi 
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34. Other Time Deposits - 

35. Postal Savings Deposit 

Other Items: 

36. U. S. Deposits, other than Postal Savings, including war loan 

deposit account and deposits of U. S. disbursing officers 

37. U. S. Government securities borrowed 

38. Bonds and securities other than United States borrowed 

39. Bills payable, other than with Federal Reserve Bank 

40. Bills Payable with Federal Reserve Bank 

41. Letters of credit and travelers’ checks sold for cash and out- 

standing 

42. (a) Acceptances executed by this bank for customers and to 

furnish dollar exchange 

Less (b) Acceptances of this bank purchased or discounted... 

43. Acceptances executed by other banks for account of this bank. 

44. Liabilities other than those above stated 

Total Liabilities * $ 

Figure 54. Statement used by Comptroller of the Currency 

Published Statements. — In making these statements public 
a condensed form similar to the following is used. 

Statement of Condition, June 30, 19 — 


RESOURCES 


LIABILITIES 


Loans and Discounts. $322,984, 561.38 


Overdrafts, Secured 

and Unsecured 70,160.40 

U. S. Securities 61,028,216.99 

Other Bonds and Se- 
curities 14,535,190.07 

Stock of Federal 

Reserve Bank 1,800,000.00 

Banking House 4,000,000.00 

Cash in Vault and 
Due from Federal 

Reserve Bank 68,326,181.26 

Due from Banks and 

Bankers 8,312,874.86 

Exchanges for Clear- 
ing House 123,914,071.98 

Checks and Other 

Cash Items 2,859,686.31 

Interest Accrued — 1,527,353.12 

Customers’ Liability 
under Acceptances . 22,043,370.39 


Capital Paid Up $25,000,000.00 

Surplus 35,000,000.00 

Undivided Profits 6,942,978.69 

Dividend Payable 
July 1, 1926 1,000,000.00 

Dividends Unpaid ... 15,769.50 

Deposits 515,005,640.27 

Reserved for Interest, 

Taxes and Other 

Purposes 6,716,197.06 

Unearned Discount... 1,081,175.20 

Acceptances Executed 
for Customers 23,126,533.32 

Acceptances Sold with 
Our Endorsement.. 17,513,372.72 


$631,401,666.76 


$631,401,666.76 


Figure 55. Condensed Statement 
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Lack of Uniformity However, none of these statements 

are uniform. Bankers have recognized this lack of uniformity 
and at least in one section of the country have taken steps to 
remedy this condition. On November 30, 1925, the Illinois 
Bankers’ Association submitted to their members a “Report 
of Committee on General Ledger Set-up” in which a uniform 
statement of assets and liabilities is outlined. This was done 
in an attempt to provide a unified chart of accounts. The 
balance sheet accounts were as follows: 

Assets 


Cash $ 

Cash Items 

Federal Reserve Bank — Lawful Reserve 

Blank National Bank, New York City $ 


Blank Trust Co., Chicago 

Blank Bank, St. Louis, Mo 

Transit Items, Federal Reserve Bank 

Transit Items, Miscellaneous 

Clearing House Checks 


Total Due from Banks $ 

Commercial Paper $ 

Loans and Discounts 

Real Estate Loans 

Total Loans $ 

U. S. Government Bonds and Securities $ 

U. S. Government Bonds to Secure Circulation 

State, County and Municipal Bonds 

Other Bonds and Securities 

Total Bonds and Securities $ 

Overdrafts $ 


Customers' Liability under Letters of Credit 

Customers' Liability under Acceptances 

Real Estate Other than Banking House 

Bank Building 

Furniture and Fixtures,.... 

5% Redemption Fund 

Interest Accrued but not Collected 

Uncollected Income 


$ 


Total Assets 
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Liabilities 


Capital * 

Surplus 

Undivided Profits 

Reserve for Bonds and Securities $ 

Reserve for Contingencies 

Reserve for Taxes 

Reserve for Interest t 

Reserve for Building, Furniture and Fixtures 


Total Reserves 

Individual Deposits Subject to Check $ 

Demand Certificates of Deposit 

First National Bank 

Union Trust Company 

City National Bank 

Cashier’s Checks 

‘ Certified Checks 

Dividends Unpaid 

Savings Deposits ^ 

Time Certificates of Deposit 

Postal Savings Deposits 

U. S. Government Deposits 


Total Deposits 

Circulating Notes Outstanding. 
Liability under Letters of Credit 

Liability under Acceptances 

Bills Payable 

Rediscounts 

Unearned Discount 


$ 


$ 


$ 

$ 


Total Liabilities $ 


Figure 56. Uniform Statement recommended by Illinois Bankers’ 
Association 


Of course the statement as shown includes accounts for 
both national and state banks. 

In this plan there is one departure from the usual bankers' 
form of statement which is commendable. The committee 
in their report stated “the Committee has introduced certain 
accounting practices which might be considered novel, yet it 
is believed the reason for them will be convincing; for instance, 
the general arrangement of accounts in the order of their 
liquidity while not in general use today, is considered desirable 
from an accounting standpoint as well as for the direct benefit 
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to the Managing Officers.” And again, “The listing of 
accounts on the daily statement in the order of liquidity was 
highly desirable, considering at the same time the grouping 
of the accounts according to their importance, as the Managing 
Officers should watch carefully to see that the Bank’s funds 
are not accumulating in undue proportion in unproductive 
accounts such as Cash in Vault and Due from Banks. Fur- 
ther, the classification is such as to indicate readily the distribu- 
tion of investments, that is, the proportion of the funds 
invested in Government Bonds and other certificates of the 
various issues, other securities, loans, building, etc.” 

Ratios. — For years most bank statements have presented 
a more or less haphazard arrangement, although there is a 
real relationship between the different groups which should 
be shown and indicated. This relationship has been recognized 
by bankers almost universally in the case of the statements of 
customers, and most of us are familiar with the current ratio 
and other ratios developed by Alexander Wall of the Robert 
Morris Associates. But the same thought has not been turned 
upon the statements of the banks themselves. Something along 
the same lines should be developed for the banking world. It 
will be done when the value of such ratios to managing officials, 
depositors and stockholders is recognized and understood. 
However, these ratios can only be obtained and be of use if 
the statements of condition are issued in a uniform manner, 
hence the need for a unified statement for the banking world. 

Form of Statement Used by Accountants — In the state- 
ments discussed there is one point which has not been set out 
in a clear manner. Most statements reflect two classes of 
items, Resources or Assets and Liabilities. In all cases Capital 
Stock, Surplus and Undivided Profits are included and classed 
as liabilities. These items are not liabilities in the ordinary 
sense of the word and should not be so classed. Stockholders 
are most assuredly not in the same class with depositors. 
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Balance 

At the Close of 


Assets 


Cash on Hand and in Vault $ 

Cash Items 

Lawful Reserve with Federal Reserve Bank ______ 

Total Cash and Reserve $ 

Exchanges for Clearing House $ 

Due from Banks 

Total Due From Banks 

Loans — Secured by Stocks and Bonds $ 


Loans — Secured by Bonds and Mortgages 

Loans — Secured by Judgments of Record 

Endorsed Paper 

Commercial Paper 

Total Loans and Discounts 

United States Bonds to Secure Circulation $ 

Other United States Bonds and Securities 

Federal Reserve Stock 

Other Stocks and Bonds 

$ 

Less: Reserve for Depreciation of Securities 

Total Bonds and Securities 

Overdrafts ; $ 

5% Redemption Fund on Circulation 

Interest Accrued not Collected 

Uncollected Income 


Total Miscellaneous Assets 


Land $ 

Bank Building * $ 

Less Reserve for Depreciation 

Furniture and Fixtures $ 


Less Reserve for Depreciation 

Other Real Estate Owned 

Total Fixed Assets 

Customers* Liability under Letters of Credit $ 

Customers* Liability under Acceptances 

Total Contingent Assets 

Total Assets $ 


Figure 57. Accountants’ 
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Sheet 

Business 

Liabilities 

Individual Accounts — Demand $ 

Demand Certificates of Deposit 

Due to Banks 

Cashier’s Checks 

Certified Checks 

Dividend Checks Unpaid . 


Total Demand Deposits $ 

Savings Accounts $ 

/"'•I 1 _ . 


Christmas Clubs * 

Time Certificates of Deposit 

Postal Savings Deposits 

Total Time Deposits 

U. S. Government Deposits 

Circulation Outstanding . $ 

Notes Payable 

Rediscounts * 

Total Circulation and Borrowed Money 


Interest Collected but Unearned $ 

Reserve for Taxes * 

Reserve for Interest 

Total Miscellaneous Liabilities 

Liability for Acceptances Executed $ 

Liability under Letters of Credit 

Total Contingent Liabilities 

Total Liabilities $ 

Capital Accounts 

Capital Stock Outstanding $ 

Surplus 

Undivided Profits 


Undivided Profits Reserved for Contingencies, Losses, etc 


Total Capital Accounts... $ 


Form of Statement 
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The total of the three accounts mentioned, Capital Stock, 
Surplus and Undivided Profits, represents the margin of pro- 
tection afforded depositors by stockholders, and this fact should 
be set forth clearly and in a manner understandable by the 
average person. This can only be done when the statement 
is divided into three groups instead of two groups, namely, 
Assets, Liabilities and Capital accounts. 

A form of statement which shows this classification has 
been and is in use by accountants in preparing their statements, 
although it has not been adopted by the banking world. It 
sets forth the three general classes of accounts as well as the 
various groups composing these classes, in such a manner that 
the relationship of the different groups can be definitely estab- 
lished. It should be used by the examiner in preference to 
any of the statements previously presented in this chapter. 

Of course, in the case of statements prepared for publica- 
tion, the statement should be condensed, but this should be 
done in such a manner that the various group totals remain 
intact. 

Narrative Form of Statement. — To some persons, how- 
ever, even this form was not simple enough. To remedy this 
during 1921 the Corn Exchange Bank of New York City pub- 
lished its statement in a new and novel form, which was as 
shown in Figure 58 below. 

The form is simple and understandable to anyone. Since 
its publication many banks all over the country have adopted 
it as a model and as a result many stockholders and depositors 
have, for the first time, been acquainted with the strength 
of their bank. In this connection, it is interesting to note that 
the National Banking Commission of Mexico on October 31, 
1925, issued an order to the effect that statements must be 
published in a simplified form, so that persons who are not 
accountants may understand them. Many of the banks in the 
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United States could adopt this rule to the advantage of them- 
selves, their depositors and stockholders. 

The Bank Owes to Depositors $ 

A conservative banker has this indebtedness always in mind and 
he arranges his assets so as to be able to meet any request 
for payment. 

For This Purpose We Have: 

1. Cash $ 

Gold Bank Notes and Specie and with legal 

depositories, returnable on demand. 

2. Checks on Other Banks 

Payable in one day. 

3. U. S. Government Securities 

4. Loans to Individuals and Corporations 

Payable when we ask for it, secured by col- 
lateral of greater value than the loans. 

5. Bonds 

Of Railroad and other corporations, of first 

quality and easily salable. 

6. Loans 

Payable in less than three months on the average, 

largely secured by collateral. 

7. Bonds and Mortgages and Real Estate 

8. Twenty-two Banking Houses 

All located in New York City. 

Total to Meet Indebtedness $ 

9. This Leaves a Surplus of 

Which becomes the property of the stockholder after the debts 

to the depositors are paid, and is a guarantee fund upon 
which we solicit new deposits and retain those which have 
been lodged with us for many years. 

Figure 58. Narrative Form of Statement 


The Form to Be Used for Report Purposes. — The form 
to be used must, of course, be left to the discretion and judg- 
ment of the examiner. As a general rule it will be found that 
the accountants’ form, showing assets, liabilities and capital 
accounts with subdivisions for the various groups, will be 
the best one to use. 



CHAPTER XXXI 

RATIOS AND STATEMENT ANALYSIS 

Use of Ratios in Bank Management. — In banking, just as 
in commercial work, accountants and examiners can often 
point out or suggest changes which will make it possible to 
earn more profits. A bank is in existence for the purpose of 
serving its clients, but this is not done from a philanthropic 
reason, but to earn money for its stockholders. Consequently, 
a bank is interested in knowing how to increase earnings or 
decrease expenses. 

One way in which the examiner can help the management 
of a bank to a considerable extent, is through the analysis and 
ratio study of the balance sheet and the profit and loss state- 
ment, which he prepares as the result of his audit and examina- 
tion. During the last few years there has been developed, with 
reference to commercial companies, a series of ratios based 
on a careful analysis of balance sheets and profit and loss 
statements. These have been used to measure and compare 
the results of different periods and different companies. When 
properly prepared and used, they have been of great assistance 
to the management of the business and to others who might 
be interested in obtaining an accurate idea of its earnings, 
policies, trend and condition. 

Bankers, while they have applied such analysis to their 
customers’ statements have invariably failed to apply a similar 
analysis and ratio study to their own statements. Statistics 
and ratios have their limitations which sensible men recognize, 
but there is no device which can take the place of a series of 
percentages in judging and comparing one statement with 
another in a quick and understandable way. 

That such an analysis and ratio study is possible and is 
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of value has been proved conclusively in the case of industrial 
companies; why not for banks as well? That the results 
obtained from such an analysis of a group of statements are 
comparable and of value has been proved in the case of a 
number of studies made by different federal reserve banks and 
others. About a year ago, such a ratio study as is described 
hereafter was made of a group of 45 banks in one locality. 
In making the analysis and study, all ratios were based on 
the unit of $100,000 deposits; different sets of ratios being 
developed for banks having deposits from $1,000,000 to 
$2,000,000, $2,000,000 to $5,000,000 and over $5,000,000. 
In the case of expenses, exclusive of taxes, it was found that 
the median (the average of the average figures) was between 
$1,800 and $1,900 on all three groups. That is to say, regard- 
less of the total amount of deposits, the expenses increased 
or decreased in proportion, proving that a measuring rule could 
be based on the amount of deposits. In individual banks, how- 
ever, it was found that the expense per unit of deposits varied 
from $1,039.13 to $2,899.57. Again, in connection with the 
ratio of stockholders’ capital to deposits, it was found that 
the median was between $20,000 and $21,000 for each of 
the three groups, although in individual banks the ratio varied 
from $9,667 to $44,758 per unit of deposits. 

Ratio of Protection — There are a number of ratios to be 
considered. Perhaps the most common and that most easily 
determined is the margin of protection afforded depositors by 
the stockholders’ investment or increment through earnings of 
capital, as represented on the balance sheet as capital, surplus, 
uhdivided profits, and true reserves not provided for specific 
and certain liabilities. Because of lack of uniformity in 
accounts and methods of issuing statements, there are many 
ratios which cannot be ascertained with exactness, unless access 
is had to information other than that given to the general 
public. In the case of this ratio of protection, the facts are 
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easily determinable and the ratio can be computed exactly in 
nearly all cases. Exceptions occur only when there are con- 
cealed assets and reserves sufficient in quantity to unbalance 
the ratio. Where the banks on which the ratio is being com- 
puted have been the subject of examination by the same exam- 
iner, this point is determinable and an adjustment should be 
made to state the capital accounts at their estimated values, 
instead of at their book values. 

The ratio is obtained by dividing the total of stockholders’ 
capital into the total deposits. For example, assume a case 
in which the capital surplus and undivided profits were 
$250,000 while the deposits amounted to $2,000,000. By 
dividing one into the other it is found that there is a ratio 
of 8 to 1 between deposits and stockholders’ capital, or that 
the stockholders’ capital is 12 y 2 % of deposits. There is no 
standard ratio, but from a review of many statements it would 
seem as though a ratio of 5 to 1 would be about normal. In 
banks having a considerable portion of time deposits, this 
ratio is usually higher, for the possibility of loss through bad 
loans does not exist, while in banks having a greater proportion 
of demand deposits, the ratio will usually be lower. A special 
report issued by the Federal Reserve Bank of New York 
during 1924 shows this point very clearly: 

Ratio of Capital, Surplus 
and Undivided Profits to 
Gross Deposits 
(Stated in Percentages) 

Banks having no Time Deposits 35-8% 

Banks having Time Deposits of less than 25% of 

total deposits 

Banks having Time Deposits of from 25% to 49.9% 

of total deposits iS-9% 

Banks having Time Deposits of from 50% to 74.9% 

of total deposits 14.2% 

Banks having Time Deposits of from 75% and 
over of total deposits 12.5% 

In making such computation liabilities for borrowed money 
and outstanding circulation should be included in with the 
deposit liabilities. 
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In many cases where a considerable investment has been 
made in real estate it is enlightening to eliminate the real 
estate investment from the Stockholders’ Capital accounts and 
show the actual working capital of the stockhloders employed 
in banking. That is, if the total deposits were $10,000,000 
with stockholders’ capital of $3,500,000, and banking real 
estate of $2,000,000, the ratio of protection would be 2.85 
to 1 or 35%, but if the real estate investment were removed 
it would reduce this to 6.66 to 1 or 15%. In one case it was 
found that the working capital left for the operation of the 
bank was only $400,000 in a bank with deposits of almost 
$15,000,000. This might be called a working capital ratio 
and might be observed in all cases where the book values of 
banking house and fixtures amount to an undue portion of 
the assets. In the majority of banks the investment in real 
estate is nominal in amount; hence this ratio would not in 
many cases differ from the ratio of protection. 

Earnings on Capital — There is one ratio whose use is well 
established, though perhaps not always wisely carried out, 
that of the percentage of earnings to capital. It is the custom 
for newspaper reports and quite often the officers, and some- 
times accountants to state that the net earnings for a particular 
period amounted to say 29.38% on capital. As a statement 
of fact this is all right, but as an expression of the earn- 
ings of one bank, for comparison with another, or to show 
the realtive earning capacities of different banks or different 
periods, it is all wrong. Such a ratio really reflects the differ- 
ence in capitalization and in no way the efficiency of operation. 
One bank may have a capital stock account of $1,000,000, with 
surplus and undivided profits of $2,000,000, another bank 
might have capital stock of $2,000,000, with surplus and undi- 
vided profits of $1,000,000. The earnings being the same — 
say $200,000 — it would be said that the earnings on capital 
were 20% in the first case, but only 10% in the second case, 
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although in reality the earnings on capital employed were the 
same. 

As a matter of fact, the published reports and statistics 
showing constant earnings of 35% to 45 % on capital have 
led many persons, including some good business men, to believe 
that banks profiteer ruthlessly. This ratio does not reflect 
the earnings on capital and gives no reliable comparison, as 
regards this item, between different banks, although widely 
used for that purpose. Its only value is to show the trend of 
earnings per share of capital stock from year to year. There 
is no relation between capital stock and the funds used in earn- 
ing banking profits. The ratio which does show the trend 
of earnings between periods and banks is the ratio of earnings 
to stockholders’ capital. 

Ratio of Earnings to Stockholders’ Capital This ratio is 

the real measure of earnings of the bank. It is about the only 
means by which the relative earning powers of different years 
or different banks may be judged. Thus in a particular case, 
the fact that $29 per share was earned five years ago and that 
$31 was earned this year would indicate that the earnings had 
increased. It would not show that the actual rate of earnings 
had declined because the actual capital employed had been 
increased during that time by one-third through the accumu- 
lation of undistributed profits, nor would it show that the 
earnings in proportion should have been $38.67 per share 
before any actual increase in earning power was shown. 

There are three factors that produce profits for a bank or 
trust company : 

1. Stockholders' Capital, consisting of original contributions 

plus the accumulation of undistributed profits 

2. Deposits 

3. Borrowed Money 

but earnings are attributed to the permanent capital, consisting 
of stockholders’ investment as noted above, as that forms the 
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basis of the banking operations. The net earnings should be 
compared with the total of capital stock, surplus, undivided 
profits and true reserves which have not been provided for 
known and determinable liabilities. To obtain the amount 
of stockholders’ capital, it is sometimes possible to use the 
balances in these accounts at the beginning of the period, in 
which the profits were earned, but ordinarily it is best to obtain 
the average for the period. This can be done most easily by 
adding the beginning and ending balances in the accounts of 
Capital Stock, Surplus and Undivided Profits and dividing 
the total by 2. The resultant average is generally sufficiently 
accurate, except in cases where unusual dividends have been 
declared or where additional cash has been paid into the bank 
on stock. In such cases it would be necessary to obtain the 
true average month by month. 

When finally determined the stockholders’ capital employed 
for the period is divided into the net earnings, and the resultant 
figure is the ratio of earnings which represents the true return 
on the capital of the bank. Thus if the net earnings amounted 
to $115,000 with an average capital of $940,000, the ratio 
of earnings would be 8.18 to 1 or 12.12%. A statement 
showing this ratio among others for a period of years, and if 
possible compared with that of similar banks, would be very 
interesting to most officers and directors. 

Earnings — Unit of Measure. — In all published statistics 
and statements and in comparisons of earnings it has been 
customary to state the expenses as a percentage of gross earn- 
ings. Thus, it is stated, for example, that salaries were 26.2% 
of gross earnings, that taxes were 6% of earnings. This is 
due, no doubt, to the custom followed in the commercial world 
of stating expenses as a percentage of sales. This practice is 
wrong, and in the case of commercial companies, an attempt 
is usually made to state the cqsts and expenses as so many 
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dollars per unit, instead of as a percentage of sales. This 
makes the figures between different years or different com- 
panies truly comparable. Under the old method if sales prices 
changed from year to year, or certain inducements were made 
to obtain particular contracts, the profit and loss statement 
might show that the percentage of expense had increased, 
although they had been the same or had slightly decreased. 
An example will serve to illustrate this point. 



First Year 

% of Sales 

Per Unit 

Sales 


100.00 

100 

Cost of Sales 

500,000 

50.00 

50 

Gross Profit 

500,000 

50.00 

50 

Expenses 

300,000 

30.00 

30 

Net Profit 


20.00 

20 

In the second year, due to price reductions to secure certain 

contracts, the same production is turned out, but with 

a lower 

sales value, hence: 





Second Year 

% of Sales 

Per Unit 

Sales 

$900,000 

100.00 

90 

Cost of Sales 

500,000 

55-55 

50 

Gross Profit 


44-45 

40 

Expenses 


32.22 

29 

Net Profit 

110,000 

12.23 

11 


In the latter case if reliance was placed on percentages 
alone, it would seem that the expenses and costs had increased 
7.77%, as reflected in the decrease in the percentage of profits. 
By reviewing the statement showing the cost per unit, however, 
it is observed that the cost has remained the same and that the 
expenses have been reduced $1 per unit, although the percent- 
age for the second year shows expenses as 32.22% of sales 
as compared with 30% of sales for the first year. This serves 
to show the unreliability of percentage comparisons unless 
they are founded on some constant basis. 

While the foregoing illustration was that of a commercial 
company, the same thing is true of banking. Gross earnings 
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are constantly changing from year to year and from bank to 
bank. There are variations in discount rates, in the amounts 
that may be placed in bonds, commercial paper, and in other 
matters. Therefore, when gross earnings are used as the 
basis for computing percentages of expenses, taxes, salaries, 
or interest, any comparison is futile. 

The unit of banking is the deposit dollar. It will be found 
that there is a direct relation between deposits and interest 
income, deposits and interest expense, deposits and operating 
expenses, and deposits and net earnings. A statement of 
earnings, if it is to be compared with others of prior periods 
or other banks, should include the percentage which each item 
bears to gross earnings, but it should also show the relation 
of each item to the banking unit, which for the sake of con- 
venience might be stated as $100,000 of deposits. 

In obtaining the amount of deposits on which to base the 
computations the average deposits should be used; not the 
deposits at the beginning or end of the period. Large with- 
drawals may have been made, or deposits may have been 
received a few days prior to the closing date, both of which 
would affect the deposits shown at the closing date. 

It might be said that the entire capital of the bank repre- 
sented by stockholders’ capital and all deposits should be used 
as the banking unit, and this is so, but the stockholders’ invest- 
ment is not the subject of sale and purchase, as is the case 
with deposits. The deposits as used should include circulation, 
borrowed money, and similar items, but should not include 
contingent liabilities. 

Ratio of Gross Earnings to Deposits — In obtaining the 
item of gross earnings or gross income, extraneous items con- 
sisting of profits or losses on sales of securities, recoveries on 
bad debts charged off in previous years, income from the trust 
department, the foreign exchange and other departments, 



402 


bank audits and examinations 


tch.31 


should be eliminated. Gross income, if it is to be used to 
measure the efficiency of bank operation, should include only: 

Interest on Loans 

Discounts 

Interest on Securities 

Dividends 

Service Charges — Collection, Exchange, etc. 

Miscellaneous 

Other items of income as noted above should appear on 
the statement of earnings, since they represent the results of 
other operations of the bank, but they should be shown sepa- 
rately at the bottom of the statement. 

The ratio of gross earnings to deposits is obtained by 
dividing the average deposits for the period into the gross 
earnings of the banking department after eliminating there- 
from as many extraneous items as possible. Thus, if average 
deposits were $5,000,000 with gross earnings of $255,000, 
by dividing one into the other a figure of .051 would be 
obtained. This should be multiplied by the unit (in this case 
$100,000) and the result will be the ratio to be used, $5,100 
to $100,000. 

This ratio reflects the result of the investment in loans, 
discounts, and securities and must be sufficient to pay the 
interest to depositors, operating expenses, provide for losses 
and provide a profit for stockholders. 

Composition of Deposits — Ratio of Time and Demand 
Deposits to Total Deposits. — In making the comparison of 
earnings as between banks or as between different periods in 
the same bank, the composition of deposits is an important 
factor. Thus, a bank having a high percentage of demand 
deposits would have a high salary account but low interest 
costs, while in a bank in which time accounts predominated 
the reverse would be true. In the latter case, also, most of 
the funds would be invested in mortgages or securities, and 
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there would not be the same possibility of loss present in a 
bank having a large amount of loans and discounts. The 
average deposits as used should be classified as time and 
demand and the ratio obtained of each group to the total. 
These deposit ratios also have considerable bearing on the 
condition of loans, investments, and general operating 
characteristics. 

It has been found that banks with a high ratio of time 
deposits earn more on their stockholders’ capital. Those with 
a high ratio of demand deposits earn less on their stockholders’ 
capital, -but net greater profits on each deposit dollar due to 
lower interest charges. A special report issued by the Federal 
Reserve Bank of New York in 1924 showed the following: 


Percentage of 
Net Earnings 
to Stockholders’ 
Capital 

Banks having no Time Deposits 10.2 

Banks having Time Deposits of less than 25% of 

total deposits 12.6 

Banks having Time Deposits of from 25% to 49-9% 

of total deposits r 3-3 

Banks having Time Deposits of from 50% to 74-9% 

of total deposits . H-3 

Banks having Time Deposits of from 75% and 
over of total deposits *6.3 


Percentage 
of Gross 
Earnings 

40-3 

30.5 
28.1 
284 

28.5 


Often a variation in earnings may be accounted for through 
differences in the composition of deposits. 


Ratio of Interest Expense to Deposits. — This item is al- 
most always considered in connection with gross earnings 
and as a percentage of that item. Its real relation is to deposits. 
The ratio of interest expense to deposits is the guiding factor 
in the trend of the bank's prime cost. It represents part of 
the purchase price of that which the bank sells. If at all pos- 
sible, the ratio should be obtained separately on time and on 
demand deposits, although in many cases interest expense 
includes all interest paid out. Interest paid on borrowed 
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money should also be segregated if possible, a statement being 
obtained similar to the following: 

Amount of Ratio to 

Interest Unit of 

Paid $100,000 

Average Time Deposits $ $ $ 

Average Demand Deposits 

Average Borrowings ________ 

Total Deposits $ $ $ 

If ratios on other periods are available this statement 
should be made in comparative form. 

As a rule it will be found that the trend of this ratio is 
constantly upward. This is something that would not be 
shown quite so clearly, when only a statement is prepared 
showing the percentage that interest expense bears to gross 
earnings. According to published reports, interest expense 
constitutes from 11% to 47% of gross earnings, but this does 
not indicate what the cost per unit is, for when earnings are 
low the percentage will be high, even though the actual interest 
payments have not increased in amount. 

A study was recently made of two groups of banks, one 
with average deposits of $1,500,000 and the other with average 
deposits of $3,000,000, with approximately the same ratio of 
time and demand deposits in each group. In the first group 
the interest expense per unit of $100,000 deposits varied from 
$3,168 to $1,957 with a median of $2,335. In the case of 
the second group it was found that the ratio varied from 
$2,095 $1,516 with a median of $1,785. It may be noted 

that in the first group there was a spread of $1,211 between 
the highest and the lowest, which in the case in question meant 
a difference of $18,165 P er y ear - In the second group there 
was a spread of $310 or a difference of $9,300 — items of 
considerable difference to a small bank. In a survey recently 
made of federal reserve member banks there was a spread of 
from 3.7^ to .9% with an average of 2.1 fo, The conclusion 
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which can evidently be drawn is that some banks are paying 
a high price for their dollars and others are not. 

As stated in the introduction to this chapter the examiner 
can often make his services very valuable to officers and direct- 
ors by supplying data and making recommendations. A brief 
analysis of the interest expense situation and a comparison 
with other institutions will often show a condition similar to 
that stated in the previous paragraph ; banks of approximately 
the same size and having the same composition of deposits 
paying widely different interest costs. If one banker can buy 
his deposit dollars cheaply another should be able to do so also. 
But he must first have knowledge of his costs to do so. Cost 
accounting on depositors’ accounts is not new, it has been in 
use for a number of years, but many banks have not adopted 
it. The examiner can often point out its advantages and 
benefits to banks not using such a system. 

There are, however, many different costs systems in use, 
which to a certain extent accounts for the wide difference in 
interest expense. What might be a profitable account under 
one plan, would not be so under another. Hardly any two of 
the systems reflect the same results. What the banking world 
wants and will eventually have will be a uniform system of 
account costs and analysis so that when one banker states his 
item cost, another will not say his is twice that and that the 
lower cost is impossible. At the present time each bank is 
talking in a different tongue and as in accounts and statistics, 
obviously no comparison is possible. 

If a cost system is not in use one should be recommended. 
If one is used, it should be reviewed. If it is basically correct, 
but its edicts cannot be enforced on account of possible loss 
of accounts to other banks which claim lower costs through 
the use of a different system, a get-together meeting should be 
arranged and steps taken to have a uniform or unified system 
adopted as a matter of protection to all. 

Or, it may be that the system is good, but that its operation 



406 BANK AUDITS AND EXAMINATIONS tCh.31 

is at fault, or perhaps the method of enforcing it is wrong. 
Some banks have the idea that a cost system is a revenue 
producer. It is, but not directly. Many systems are installed 
with the idea of directly producing earnings. This is wrong. 
The function of such a system of analysis and cost accounting 
is to turn a profitless account into one which will show a profit, 
in other words point out those accounts on which the bank is 
losing money. Often arrangements can be made to change 
the form of the account into one which will be more profitable 
to the bank. There will be certain depositors who cannot 
or will not make their accounts profitable and these should not 
of course receive any interest, which will serve to reduce the 
interest expense materially. 

Sometimes a cost system will fail because of the fact that 
the costs used are those which have been built on the wrong 
basis or assumptions, or on assumptions which are no longer 
true. A brief review should show whether or not this is so. 

Ratio of Salaries to Deposits — One of the large items of 
expense is that for salaries, which is rational in view of the 
fact that a bank sells service. The item should be reviewed, 
but rather with a view to increasing than decreasing it. Bank 
salaries are low in comparison with other industries. In 1923 
the Missouri Bankers’ Association made a survey of salaries 
and wages paid in that state. It was found among others that 
the average cashier’s salary was surprisingly low. A few of 
the - published statistics were as follows : 

Annual Salary 

Cities under 2,000 population $1,615 

Cities with a population of from 2,000 to 5,000 2,101 

Cities with a population of from 5,000 to 10,000 2,5 79 

Cities with a population of from 10,000 to 25,000. . . 2,834 
Cities with a population of from 25,000 to 100,000. . . 3,578 

Figures are not available in the case of bank clerks and 
minor employees, but they would undoubtedly reflect somewhat 
the same results. In many cases the low salaries paid have 
been the means of increasing the temptation to steal. 
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This particular item is usually stated as a percentage of 
gross earnings, but like interest income and expense, its real 
relation is to the volume of deposits handled. As they increase 
more clerical assistance is required, and more officers. There 
is a direct relation between the increase or decrease of salaries 
and the increase or decrease of deposits. When a high ratio 
is show;n on this item as compared with other banks, it is 
because too many persons are employed, perhaps all underpaid, 
or the work may not be properly organized, or in some cases 
the bank may be too small for economical operation. One 
point that has served to increase salary costs is the growing 
increase in savings departments of commercial banks. In 
many instances a departmental statement of the savings depart- 
ment will show that a loss is being incurred and that the bank 
might concentrate its attention elsewhere to greater advantage. 
Salaries paid for trust department, title insurance department, 
etc., should be charged against the earnings of such depart- 
ments and not against the banking operations. 

Ratios should be prepared showing the relation of the 
salaries of officers and others to average deposits, both for the 
current periods, and if possible with other banks of similar size, 
in the following form : 

Average Per Unit of 
Amount Deposits $100,000 

Officers’ Salaries $ $ $ 

Other Salaries 

Total $ $ $ 

Ratios of Expenses to Deposits and Taxes to Deposits. — 
These two ratios are self-explanatory. Expenses should 
include all operating expenses of the bank, other than interest, 
salaries and taxes. Taxes are not within the control of the 
bank and, therefore, should be shown separately and not 
included with operating expenses as such. The ratios are 
determined by dividing total expenses by the average deposits 
for the period and multiplying the result by 100,000. 
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Practically all of the items included in expenses are within 
the control of the management, and it is possible to set a limit 
on them based on the deposit unit. A comparison of this ratio 
for a number of years will show definitely and clearly whether 
expenses are increasing or decreasing in proportion to the 
growth of the bank. This cannot be done when the item is 
shown as a percentage of gross earnings, for in years when 
gross earnings are small, expenses will consume a large per- 
centage of them, and when the gross earnings are large 
expenses will only consume a small percentage although in 
reality there may have been large increases or decreases. 

This ratio also serves as a basis on which to make an 
intelligent comparison between banks as to relative operating 
costs. 

Ratio of Net Earnings to Deposits. — This ratio should be 
ascertained on the basis of the net earnings of the banking 
department. It may also be ascertained on the basis of the 
net profits of the bank as a whole, but the real relation is 
between the banking profit and deposits. The net profit of the 
bank as a whole will include such items as trust department 
commissions, or foreign exchange profits, in obtaining which 
deposits are not a direct factor. Profits and earnings from 
others departments should appear on the profit and loss state- 
ments, but separately at the bottom. In this connection it 
should be remembered that to obtain a true statement for the 
banking department, salaries and operating expenses, including 
advertising of other departments, should not be charged against 
banking operations, but should be charged against the depart- 
ment benefited or receiving the service. 

Net earnings as used here, is the difference between the 
gross earnings of the banking department, minus interest paid, 
salaries, expenses, taxes and additions to reserves for losses 
on loans and securities. If it is not the practice to make cur- 
rent charges against operations with which to provide a reserve 
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for such losses, the item of losses charged off should be shown 
as a separate item. Otherwise it will be found that in some 
periods large losses will occur and in other periods they will 
be very small. As a result the ratio will show large increases 
and decreases but will not show the reason for them. If profits 
on sales of securities are a factor in the profits of the banking 
department, it is also best to show them separately instead of 
including them with gross earnings or using them to offset 
losses. 

If all facts are to be shown clearly, the profit and loss state- 
ment for ratio purposes should be prepared in the following 


form : 

Gross Earnings from Interest, etc $ 

Services Charges — Collection, Exchange, etc 

Total Gross Earnings $ 

Interest on Time Deposits $ 


Interest on Demand Deposits.. 
Interest on Borrowed Money 

Total Interest Expense... 


Net Interest Income $ 

Salaries $ 

Expenses 

Taxes 


Total Operating Costs 


Operating Income $ 

Add: 

Profits on Securities $ 

Recoveries on Bad Debts 

- 

Deduct : 

Losses on Loans and Discounts .$ 

Losses on Securities 

Net Earnings of Banking Department $ 

Net Earnings of Other Departments 

Total Net Earnings of Bank $ 


In some instances, particularly where a comparison is being 
made of a number of banks, all of this data is not available 
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and it will of course be necessary to modify the form 
accordingly. 

As an example there is submitted a statement based on 
the reports of all national banks to the Comptroller of the 
Currency at June 30, 1925, the ratios being based on average 
deposits of $20,000,000,000, which is sufficiently accurate in 
this particular case. 

Ratio to 

(Thousands Deposits of 
Omitted) $100,000 


Gross Earnings ; $976, 45 & 4,882 

Domestic Exchange and Collection Fees 16,828 84 

Total Gross Earnings 993,286 4,966 

Interest Expense 387,698 1,938 

Difference 605,588 3,028 

Salaries and Wages 218,073 1,090 

Expenses 127,145 635 

Taxes ■ 65,798 328 

Losses on Loans and Discounts 95,552 478 

Losses on Securities 25,301 126 

Total 531,869 2,659 

Net Earnings of Bank Dept 737*9 369 

Recoveries on Charged Off Assets 39,686 

Profits of Other Departments 130,8x1 

244,216 

Other Losses 20,281 

Net Earnings of Bank 223,935 1, 119 


It may be noted that the relation of each item to deposits 
is clearly shown. 

If the results for the period as reflected by such a statement 
are low, a review and a comparison with other statements 
should be made to ascertain, if possible, the reason for the 
low rate of earnings. In some cases it may be caused by 
excessive losses on loans. In some cases these are unavoidable, 
but if losses of a considerable size occur year after year, it is 
a sign that judgment is lacking, or that precautions are not 
taken in granting loans, 
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Again it may be found that the low ratio of earnings is 
due to losses on sales of securities or that the high ratio of 
the period or bank with which the comparison is being made 
has been caused by large profits on sales of securities. 

Budgets — Varying rates of expenses from period to period 
may indicate that no control is being exercised over operating 
expenses. The use of budgets for the purpose of controlling 
expenses in bank operation is not yet widespread. Where 
intelligently applied they prevent excessive expenditures with- 
out the knowledge of those in charge and consideration of the 
effect that will be produced upon the net profits. The chief 
advantage of the practice is that it causes all expenditures to 
be considered in that light. Many expenditures may be small 
individually, but the aggregate for the year may amount to 
thousands of dollars, and increases in expenses can often be 
traced to many small items, rather than one or two large items. 

There are peculiar conditions in banking which make it 
difficult to budget all items of income and expense and to 
follow the practice unvaryingly. A bank must share the ups 
and downs of its community as regards profits, and these 
cannot always be foreseen. In nearly all cases, however, the 
operating expenses can be budgeted with success. 

It seems rather significant that, during the last forty years 
as shown by the reports of the Comptroller of Currency, 
although the gross earnings of banks have kept pace with the 
general increase in business, the percentage of net earnings 
on capital and surplus have remained almost stationary. The 
extra gross profits which have been earned have been con- 
sumed, for the most part, by increases in taxes, expenses, 
interest to depositors and losses. This lack of increase in net 
earnings is more surprising when it is considered that the 
ratio of deposits to stockholders' capital has increased im- 
mensely during that period. This large increase in capital 
obtained from depositors, the earnings of which inure to 
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stockholders, should have produced an increase in net earnings, 
but it has not as a whole. In some individual cases it has, 
but in a great many it has not. Many banks could with profit 
to themselves analyze their statements and find out why their 
profits have not increased. The variance of ratios of earnings 
are so wide, even in banks in the same locality, that a detailed 
study will be found of great value. 

Departmental Statements. — Where a bank maintains dif- 
ferent departments, such, for example, as trust, title insurance, 
and foreign exchange, a statement showing the profit or loss 
resulting from the operations of each department should be 
prepared, if at all possible. The practice of having such state- 
ments prepared monthly should be encouraged. 

Analysis of Balance Sheets. — As a means of quickly com- 
paring one statement of condition with that of another, a 
percentage analysis of all items of assets and liabilities is 
enlightening. The statement should be arranged as in Figure 
59 so as to show the main groups thus : 


Assets 


Cash and Cash Items $1,207,000 

Reserve with Federal Reserve Bank 1,325,000 

Due From Other Banks 1,996,000 

Loans and Discounts 13,300,000 

Stocks and Bonds 5,75 0,000 

Real Estate 725,000 

Miscellaneous Assets 55, 000 


$24, 358,000 

Liabilities 


Demand Deposits $15,000,000 

Time Deposits . 5,000,000 

Miscellaneous Liabilities 100,000 

Borrowed Money 565,000 

Circulation 650,000 

Stockholders’ Capital 3,043,000 


$24,358,000 

Figure 59. Analysis of Balance Sheets 


% to Total 
5-2 
54 
8.1 

54-7 

234 

3-0 

.2 

100,0 


% to Total 
61.7 
20.6 
4 

2.3 

2.5 

Jf ± 
100.0 
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In preparing such a statement the contingent assets and 
contingent liabilities should be removed from both sides, so 
that they will not be included in the base. If desired they 
may be shown at the foot of the statement. 

There is of course no ideally best form of statement, but 
a comparison of a series of such percentage analyses will 
reflect very clearly the trend of the bank’s condition and poli- 
cies. In the case of a bank in which the earnings are lower 
than they should be, it may be desirable to prepare such a state- 
ment on the basis of averages. That is, instead of showing 
the condition of the bank at the closing date or date of exam- 
ination, the average on each group of assets and liabilities may 
be obtained for the year, or period under review. This can 
be done with very little labor as the daily balances on all 
accounts can be easily obtained. The resultant statement when 
prepared in percentage form will give the reader a much better 
idea of the condition of the bank, and when placed against 
items of income or expense will show just what each asset has 
been earning. 

Reserve. — As members of the Reserve System have to 
carry the full amount of their reserve on deposit with the Fed- 
eral Reserve Bank, only sufficient cash should be carried to take 
care of immediate requirements. Some banks located in the 
same city with federal reserve banks carry as low as 2% of 
their deposits in cash ; a new supply being obtained daily from 
the federal reserve bank. In many cases it will be found that an 
unnecessarily large average cash balance is carried, indicating 
perhaps that the proper attention is not being given to keep 
the cash on hand at a minimum. State banks, of course, still 
continue to carry part of their reserve as cash on hand, but as 
they may be able to obtain interest on it when carried on deposit 
with other banks, they too should keep their cash at a minimum. 

Deposits With Other Banks. — Many members of the 
Federal Reserve System continue to carry their old Corre- 
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spondent accounts with other banks. In many cases, it is not 
necessary to carry more than one or two such accounts and 
then balances should be kept as low as possible. Excessive 
balances or unnecessary Correspondent accounts mean that the 
bank is losing in interest the difference between what the 
correspondent is paying and what the amount would yield 
invested in bonds, commercial paper, or elsewhere. The aver- 
age balance carried on deposit with other banks when compared 
to the interest received on such accounts, often shows a very 
low rate of earnings. Of course, there are indirect benefits 
and possibilities of profit in the handling of such accounts, 
which must be weighed against the low rate of return, before 
deciding that the account is not needed. 

Ratio of Loans and Discounts to Deposit Besides ascer- 

taining the percentage of loans and discounts to total assets 
carried at the statement date, it is good practice to ascertain 
the average amount of loans and discounts carried and against 
this show the earnings of interest from this source during 
the year or period. This will show the effective interest or 
discount rate for the period and may account for some of the 
differences to be found in profits between periods. Some banks 
obtain this effective rate each month and prepare a chart show- 
ing its trend, for their own information. In this connection 
it should be remembered that in a bank which takes discount 
in as an earning when it is collected, and interest only when 
this is collected, the effective rate is apt to be misleading unless 
an adjustment is made for these items at the beginning and 
at the end of the period. 

Another ratio which will be found of interest will be the 
ratio of loans and discounts to deposits. This should be ascer- 
tained on the basis of the deposit unit. This is an important 
item when comparing the profits of two banks. 

A percentage analysis of loans and discounts is excellent 
for comparing the condition of this account from examination 
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to examination and at the close of fiscal periods. This analysis 
may be very simple, merely showing the percentage of time 
and demand, secured and unsecured loans, or it may be 
detailed. The following analysis is taken from the report of 
the Comptroller of Currency showing the condition of all loans 
and discounts of national banks at June 30, 1925. 


Amount 

(Thousands Percentage 
Omitted) to Total 

On Demand with one or more names (not 

secured by collateral) $ 726,000 5.73 

On Demand secured by Stocks and Bonds.. 1,843,167 14,54 

On Demand secured by other personal security 
including merchandise, warehouse receipts, 
etc 300,561 2.37 


22.64 


On Time with one or more names (not se- 
cured by collateral) 6,132,3x8 48.39 

On Time secured by Stocks and Bonds 1,817,730 14.34 

On Time secured by other personal security 
including merchandise, warehouse receipts, 
etc 1,062,755 8.39 


7 i.i= 


Secured by Improved Real Estate: 


Farm Lands 122,204 .96 

Others 269,247 2.12 


Mortgages : 

For debts previously contracted 205,206 

All other real estate loans 40,131 

Acceptances of other Banks Discounted 107,767 

Acceptances of reporting banks purchased or 

discounted . . . . < 43,766 

Customers' Liability on drafts paid under Let- 
ters of Credit 3,105 


1.62 

% 

•35 


.03 


$12,673,957 100.00 


Ratio of Stocks and Bonds to Total Assets and to 
Deposits. — The proportion of total assets which a bank may 
invest in stocks and bonds has a very potent effect on earnings 
and this ratio must be considered in making any comparison, or 
in any analysis tending to show the cause back of the changes 
in earnings. As a rule the ratio will vary, depending on the 
economic cycle and the condition of the money market ; it will 
vary in some banks from almost nothing to 60 % or 70% of 
the total assets, It is of course necessary for the bank to take 
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care of customers’ loan requirements, before making more or 
less permanent investments, but under the provisions of the 
Federal Reserve Act it is possible to borrow on certain bonds 
very readily. As a result members of that system are enabled 
to carry a high ratio of bonds. Some banks having fairly 
uniform deposits and little local demand for funds could have 
a high ratio of stocks and bonds and arrange to borrow from 
other banks or the federal reserve bank to carry their “peak” 
load of loans. Many banks have succeeded in increasing their 
earnings considerably by increasing their investments in stocks 
arid bonds and borrowing money at certain times. 

The practice of buying bonds and keeping them until 
maturity is passing. The large net earnings of some banks 
can be attributed to profits on sales of securities. Many banks 
who hold their bonds until maturity, show losses on them, while 
others which trade in them show large profits. This does not 
mean that they speculate, but that they endeavor to sell and 
buy at a profit as often as possible. The vice-president of one 
large bank has expressed the opinion that 7 5 % of the invest- 
ment in bonds should mature or be disposed of within five 
years, and that only 25% should mature or be held for a period 
longer than five years. In Chapter X dealing with stocks 
and bonds, the value and the method of preparing a schedule 
showing the maturity of bonds held was discussed, and the 
matter should be considered also in connection with the present 
chapter. 

In Chapter X, also, a statement showing the diversifica- 
tion of investments giving the percentage of each class of bonds 
held by the bank was described. This should be reviewed at 
this point, as such a statement in comparative form will show 
the general trend of the bank’s investing policy. 

The actual rate of return on investments of this kind may 
be ascertained by obtaining the average amount of stocks and 
bonds held during the period and comparing it with the income 
actually received. 
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The ratio of bonds and stocks to deposit is important when 
comparing the earnings of two banks and the relative propor- 
tion of deposits invested in bonds. 

Deposit Ratios — As stated on a previous page, the capital 
of a bank comes from three sources, depositors, creditors and 
stockholders, as represented by deposits, borrowed money and 
capital. The total capital may be considered to be the total 
of the real liabilities, and the percentage analysis of the liabili- 
ties will show the proportion of each one. The permanent 
capital as represented by the stockholders, and the temporary 
capital as represented by deposits and borrowings, will be 
clearly shown. As the percentage of temporary capital 
increases, the net earnings on permanent capital should increase 
but in greater proportion. 

Other deposit ratios have previously been discussed, and 
there remains only one more, that of interest paid on the 
average deposits. Even when the profit and loss statement 
is not computed to show deposit ratios, the average time 
deposits and the average demand deposits should be ascertained 
and compared with the interest expense on both classes of 
accounts. This will give the actual interest rate which has been 
paid on deposits of both classes. A comparative statement 
showing these rates for a period of two or three years and if 
possible with that of similar banks will reflect the trend of 
interest costs. The need of this has previously been discussed 
in connection with net earnings. 

Other statistics in connection with deposits which show the 
growth of the bank are : 

1. The average deposit account, obtained by dividing total 

accounts into total deposits. 

2. The number of accounts under a certain balance say $5 

or $50, depending on the size of the bank. 

3. The number of new accounts and accounts closed during 

the period. 

4. Increase or decrease in the average deposit account. 
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General. — There are of course other ratios which may be 
used in particular instances, but those most generally used 
have been described. The value of their application and use 
depends on the care with which they are prepared and the 
judgment of the user. Quite often more information can be 
obtained from ratios and percentage analyses than from many 
pages of tabulated statements and comments. This should be 
kept in mind when preparing a report on an examination and 
audit. However, it is not the intention of the writer that the 
examiner should spend an undue portion of his time in the 
preparation of ratios. In many instances these ratios, or at 
least the underlying figures, can be prepared currently by the 
bank's own staff, to be submitted to the auditor at the time 
of the examination for his criticism, comparison and review. 
In other cases banks have found some of these ratios of such 
assistance that they prepare them at frequent intervals of their 
own volition. 



CHAPTER XXXII 

FORM OF REPORT 


Directors’ Report 

If the examination and audit has been made entirely by 
the directors a report of their work and findings should be 
prepared by the auditing committee. Quite naturally such a 
report need not contain as many details as one prepared by 
external examiners. 

A form of report suitable for this purpose would consist 
of the following: 

Introduction. — This would contain the date of the exami- 
nation and the period audited, which would be signed by the 
auditing committee, thus : 

We have made an examination of the Bank as of the 
close of business August 18, 19 — and have audited the books 
of record for the period from April 3, 19 — to August 18, 

19 — and submit our report thereon. 


Date 

If the examination has been limited in any way, or the 
verification of certain items has been omitted, this should be 
noted in the introduction by suitable qualifications. 

Statements. — Following the introduction would be state- 
ments showing the financial condition of the bank, and the 
results of operations as reflected in a balance sheet, income and 
expense statement and statement of Surplus and Undivided 
Profits accounts. The balance sheet should set forth all the 
assets and liabilities of the bank. A copy of the daily state- 

419 
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ment might be used for this purpose, provided the examination 
did not show the items on it to be incorrect. Or, if desired, 
the form shown as Figure 57 can be used. For the statement 
of income and expense, the form shown as Figure 52 can be 
used to good advantage, while the statement of Surplus and 
Undivided Profits accounts would merely be an analysis of the 
two accounts showing any increases or decreases during the 
period under audit. 

List of Exceptions and Criticisms. — Following this should 
appear a list of the exceptions found as the result of the 
examination and. any criticisms considered necessary. These 
should be arranged in the same order as that in which the 
items appear on the statements, thus: 

Cash. The count made on August 18, 19 — reflected a 
shortage of $594.86, which upon investigation was found to 
be an accumulation of small over and short items, none of 
which appeared to be of any consequence. 

and in connection with loans : 

Loans and Discounts. The exceptions found as the 
result of our examination and the items which should receive 
attention are as follows: 

The following collateral loans had insufficient collateral 
at the date of examination : 

Date of Value of 

Name Loan Amount Collateral Collateral 


which with the exception of those marked with a star w'ere 
corrected during the course of our examination. 

The loans Past Due at the date of our examination were 
as follows: 

Name Amount Maturity Comments 
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By an inspection of the records it appears that 

has been consistently delinquent in taking up his loans, care 
should be used in extending further credit. 

The following loans were made in excess of the legal 
limit : 

Borrower Total Line First Maturing Loan 


These should be reduced as soon as possible. 

The following appear to be large lines and it is the opinion 
of the committee that further loans to these borrowers should 
be carefully considered. 

Borrower Total Line 


A review of the loans and discounts shows the following 
direct and indirect obligations of officers, directors and em- 
ployees, together with the number of meetings attended by 
individual directors: 

No. of Direct Indirect 

Name Meetings Line Line Comments 

Officers 


Directors 



422 


BANK AUDITS AND EXAMINATIONS 


[Ch. 32 


All of the loans appear to be good and collectible with 
the exception of the two groups listed here. The first represent 
items which are doubtful of collection, while the second repre- 
sents those on which the loss is definitely known. 

Doubtful Loans 

Security Possible 

Borrower Amount Maturity if Any Loss 


Losses 

Borrower Amount Maturity 


Value of 

Security Known 

If Any Loss 


It is suggested that the known losses be charged off 
and that a reserve be provided for the possible losses of 
$ shown. 

Each item should be commented upon in this manner until 
all exceptions have been noted. If the examination and audit 
has been a complete one practically all of the schedules out- 
lined in the text for various exceptions will be used. In writ- 
ing the report it is not necessary to state in detail what has 
been done, if a record is kept on a program of the actual details 
of the audit. However, a statement should be made of what 
has not been done, or what has only been done in a limited 
way. Thus, if the deposits were included as shown without 
any verification, a statement similar to the following should 
be .made : 

Deposits. The deposit liabilities are included without any 
verification by us. 

Or, if an audit had not been made of the cashier’s che cks , 
the following would be in order : 

Cashiep/s Checks. A list of the outstanding items when 
totaled was found to be in agreement with the Controlling 
Account. However, no audit was made of the checks issued 
or paid during the period, nor did we examine them. 
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After all assets and liabilities have been covered, the items 
of income and expense should be commented upon in the same 
manner. 

Schedules. — After the above should appear the various 
schedules which support the balance sheet, such as statements 
of the title insurance department, and statements of expenses 
in detailed form. In addition the various analyses given in 
different parts of the text, such as those showing the compo- 
sition of loans, comparative statements, analyses showing 
diversification of investments, earning rate on investments, 
and composition of deposits, should be included in this part 
of the report. 


The Examiner’s Report 

The examiner’s report is probably the most important part 
of his work, for in it he sets down and presents the results of 
his efforts, and quite often a man is judged entirely on the 
basis of his report. The ability to write a good report is a ven 
important qualification of the “make-up” of the examiner and 
accountant. Sir William Plender, of the Institute of Char- 
tered Accountants, recently made a few remarks before an 
English society which are very appropriate and which, in part, 
are as follows: 

Skill in the presentment of facts is of supreme importance 
to accountants and their clients. Great trouble may be taken 
in conducting an audit, or in pursuing an investigation, and 
laborious efforts made to bring together results; but unless 
there be architectural vision to arrange them in clear and un- 
mistakable fashion, work is often unappreciated and not 
seldom referred to slightingly. To arrange figures in a Bal- 
ance Sheet or Profit and Loss Account in logical sequence ■ 
and describe them accurately is an important part of the art 
of presentation, but only a part. Reports are needed, particu- 
larly in investigations, and therein lies the opportunity of 
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explanation and exposition which should make clear to the 
reader what has been the purpose, the scope, and the limits 
of the task, and finally how and why conclusions are arrived 
at. A full knowledge of the particular facts, their logical 
arrangement, as well as some literary skill, all contribute to 
the framing of a report which should leave no ambiguity as 
to its meaning. In the arrangement of facts, comments and 
conclusions like the factors which make the impression and 
inform the client, so that he is able to grasp a situation in all 
its bearings and form his judgment. There is, I fear, too little 
attention paid to this aspect of our work. 

So far as general arrangement, captions, style and mechani- 
cal features are concerned much information may be obtained 
on these points from “Accountants’ Reports,” by Bell. 1 While 
that book was written in connection with audit reports of 
industrial companies, there are many portions of it which apply 
to all kinds of reports. 

Contents of Examiner’s Report. — In composing an audit 
report care should be taken to include only essential informa- 
tion which will be of interest and value to the reader. It is 
not necessary to support each item on the balance sheet with 
a separate schedule showing all details. The effort should be 
towards keeping the report as condensed as possible while still 
giving all the results of the audit. A voluminous report may 
often prevent anyone from making a careful study of it. 

However, when detailed schedules serve some useful pur- 
pose, they should not be omitted. Thus, ordinarily a schedule 
of the cash count is uncalled for, but if there was a considerable 
shortage, or difference, or if too much cash was being carried, 
it would be advisable to include such a schedule. 

If a large bank is being examined, the report on it might 
only include a balance sheet, analysis of Surplus and Undivided 
Profits account, and statement of income and expense, together 


1 1935, The Ronald Press Company. 
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with comments. Usually the directors of such banks are kept 
well informed by current reports on the condition of the bank, 
and they would only be interested in knowing wherein the cur- 
rent reports were incorrect. In the examination of smaller 
banks, more often than not, it will be found that a detailed 
report is desired. Quite often it is the only time at which the 
directors get an opportunity to review the assets and liabilities 
of the bank in detail. By detailed report is meant one in which 
is shown the cash count, due to and due from banks, loans and 
investments, a detailed schedule being included for each item 
on the principal statements. 

Form of Examiner’s Report. — The exact form will differ 
in almost every case, although the majority will be composed 
of the following parts : 

1. Letter of presentation 

2 . Statements 

3. Comments 

4. Supporting schedules 

Letter of Presentation — In the usual type of examination 
and audit, this letter should be addressed to the chairman of 
the board of directors, or to the chairman of the auditing 
committee. If the audit was a complete one, it should contain 
the date at which the examination was made, and the period 
covered by the audit. If not a complete audit, or if the exam- 
iner was restricted or limited in the scope of his verification, 
such limitations, or items not verified, should be mentioned 
in this letter so that anyone reading the report may be advised 
clearly of the extent of the service. 

A list of the statements and supporting schedules may be 
included in the body of this letter, unless there are too many 
of them, in which case a separate index sheet should be pre- 
pared and placed in the front of the report 



426 


BANK AUDITS AND EXAMINATIONS 


[Ch.32 


A copy of a letter of presentation follows : 

James Smith, Chairman 
Board of Directors, 

Doe Trust Company 
Philadelphia, Pa. 

Dear Sir: 

At the instructions of your auditing committee we have made an 
examination of the assets and liabilities of the 

Doe Trust Company 
Philadelphia, Pennsylvania 

at the close of business July I9> 19 — , and an audit of the books and 
accounts for the period from January 1, 19 — , to July 19, 19 — . The 
results of the audit are reflected in the attached report, to which an index 
is given on page I. 

Your auditing committee assisted us in the verification of the loans 
and investments. 

Respectfully submitted, 
Accountants and Examiners. 

Dated at New York, N. Y. 

August 18, 19 — . 

Statements. — The letter should be followed by the prin- 
cipal statements of the report, which in most cases would 
consist of the following: 

Balance Sheet, at the date of examination. 

Comparative Balance Sheet ; comparing present balance sheet 
with that of the previous examination. 

Statement of Surplus Account and Undivided Profits. 
Statement of Income and Expense.' 

The form of these will vary, but the Balance Sheet shown 
as Figure 57 and the Statement of Income and Expense as 
Figure 52 are suggested for this purpose. 

The comparative balance sheet is usually based on a con- 
densed balance sheet and the increases or decreases are shown 
on each item. The items are condensed so that the comparison 
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may be readily made. Thus, loans and discounts might appear 
as three or four separate items on the balance sheet, but they 
might be considered as one on the comparative balance sheet. 
In making the comparison the current balance sheet should be 
shown to the left thus: 


Doe Trust Company 
Philadelphia, Pennsylvania 

Comparative Balance Sheet 


ASSETS 


Cash and Cash Items — 
Reserve with Federal Re- 
serve Bank 

Due from Other Banks. . 
Loans and Discounts — 

Stocks and Bonds 

Real Estate 

Miscellaneous Assets — 


LIABILITIES 

Demand Deposits . . . 

Time Deposits 

Borrowed Money — 
Stockholders' Capital 


July 19, 19— 


%to 

Total 


Jan. x, 19— 


%to Increase 
Total Decrease 




The Statement of Surplus and Undivided Profits account 
should show an analysis of both of these accounts for the 
period under audit. Items which have been charged against 
undivided profits on the books, but which are shown by the • 
examiner on his statement of income and expenses, should not 
be included. The items usually included will be dividends, 
adjustments of reserves, the net profits for the periods, and 
extraordinary items of income or expense which are not to be 
charged against current profits. 
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Doe Trust Company 
Philadelphia, Pennsylvania 

Statement of Surplus and Undivided Profits Accounts 
For the Period from January i, 19 — to July 19, 19 — 


Surplus Account 

January 1, 19 — Balance $1,723,000 

April 30, 19 — Transferred from Undivided Profits 125,000 

July 19, 19 — Balance $1,850,000 

Undivided Profits 

January 1, 19 — Balance $785,000 


Add : Profit for six months ended June 30, 19 — . . 200,000 

$985,000 

Deduct: Transfer to Surplus $125,000 

Dividend 6 % paid April 30, 19 — .. . 60,000 
Reserve for Contingencies 50,000 235,000 

June 30, 19 — Balance $750,000 

Add: Excess of Income over Expenses for period 
from July 1 to July 19, 19— , 45, 000 

July 19, 19— Balance $795,000 

When, as in the above illustration, the examination is made 
at the middle of a month, the income and expense for the 
broken period may be taken in as one net item, with a support- 
ing schedule elsewhere, or if desired the items of income and 
expense may be stated in the body of the statement. 

Combining Departmental Statements. — Where other de- 
partments are carried by the bank, some of which may have 
separate statements, such as the real estate department and 
foreign exchange department, the true financial condition of 
the bank can only be shown when all of these statements are 
combined into one. The principal balance sheet of the report 
should be a combined one, in which all the assets and liabilities 
are shown, regardless of how they are carried on the books 
of accounts. If desired, the statements of the separate depart- 
ments may be included in with the statements or schedules as 
may be desired. For obvious reasons the assets and liabilities 
of the trust department should not be combined with those of 
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the bank. A separate portion of the report should be devoted 
to the trust department, its statements and its criticisms. 

In connection with the statement of income and expenses, 
the principal statement of the report should contain the items 
of the banking department in detail, with the income of the 
other departments shown as an addition at the foot of the 
statement. Separate departmental statements should reflect the 
details of income and expense. 

Comments in Report — Some will follow the usual custom 
of presenting the comments first and then following with the 
statements which have been commented upon. It is the writer’s 
opinion that the statements should be presented first and then 
the comments. When this is done, the reader of the report has 
a fair picture in his mind of that which is being discussed. 

In most cases the comments should be arranged in the 
following order : 

1. Comments on the current financial condition of the bank. 

2. Comments on the current earnings of the bank, and com- 

parisons. 

3. Comments on the items contained in the various state- 

ments, listing exceptions and presenting various 
analyses. 

4. General criticisms and recommendations. 

Comments on Financial Condition. — This portion of the 
report should contain comments upon the financial condition 
of the bank as shown in the balance sheet and on the changes 
that have occurred in it during the period under audit. The 
ratios discussed in Chapter XXXI may generally be used to 
good advantage. The ratio of protection at least should be 
shown, together with a comparison of previous periods or 
other banks, for in this way the general trend will become 
evident. 

If a comparative balance sheet is not included as a separate 
statement it is often possible to include it in this part of the 
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report, among the comments. Quite often a series of balance 
sheets for three or more years when arranged in comparative 
form will provide considerable food for thought. 

Comments on such points as increases in deposits, or 
changes in the relations of loans and investments to deposits, 
may be given, but the examiner should not include ratios, per- 
centages and figures, unless they mean something and are 
worthwhile. It is much better to comment upon only two or 
three pertinent points than to present a dazzling page of ratios 
and percentages, which more often than not will only confuse 
the reader. Directors, as a rule, place a great deal of reliance 
on statements made by the examiner. He should, therefore, 
be careful to base his comments on facts; if there are any sup- 
positions to be made, it is wise for him merely to supply the 
facts and let the reader make his own suppositions. 

The following has been taken from a report on a medium- 
size bank. It is not intended as a model, but is merely 
representative : 

The current financial condition of the bank as shown by 
the Balance Sheet (Exhibit A) at August 15, 19 — , whei 
compared with that of the previous examination February 1, 

19 — , shows an increase in Stockholders’ Capital of $227,- 
666 and is accounted for by the net earnings of that period. 

There are 1,500 shares of capital stock outstanding which 
have a book value of $622.85 per share as reflected in the 
following accounts: 


Capital Stock $150,000 

Surplus 500,000 

Undivided Profits 284,289 

Stockholders’ Capital $934,289 


When compared to the total deposits of $7,345,622 at the 
same date the ratio of protection to the depositors was 7.86 
to 1.00, as reflected by the ratio of deposits to Stockholders’ 
Capital. This compares favorably with the ratios of other 
banks of similar size and is an improvement upon the ratio 
of 8.29 to i. 00 shown at the last audit, 
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Attention is directed to Exhibit B in which is presented a 
Comparative Balance Sheet with a percentage analysis, in 
which the increases and decreases in all accounts for the 
period under review are shown. 

A review of this statement will show that there has been 
a net increase in the assets of the bank amounting to $617,- 
130.20, which has been provided from the following sources: 


Increases in Deposits $329,464.20 

Borrowed Money 50,000.00 

Earnings reinvested 227,666.00 


Net Increase $617,130.20 


The increase in deposits appears to be permanent, for the 
average deposits for each of the past six months, with one 
exception reflect a steady growth. 

Average Deposits 


Month Total Deposits Demand Time 


February $6,700,000 $3,700,000 $3,000,000 

March $6,200,000 3,175,000 3,025,000 

April 6,748,000 3,658,000 3,090,000 

May 6,932,000 3,789,000 3,143,000 

June 7,049,000 3,760,000 3,289,000 

July 7,143,000 3,947,000 3,196,000 


The Loans and Discounts have increased $428,645 which 
is due perhaps to the large lines which are commented upon 
elsewhere. 

The ratio of Cash, as represented by cash on hand, on 
deposit and on reserve to Deposits at the date of the Balance 
Sheet was 1 to 5, or 20%. This is rather high and an effort 
should be made to keep the cash on hand at a minimum and 
to also reduce or eliminate a few of the deposit accounts 
carried with other banks. 

Comments on Earnings — This section should contain a 
summary of the income and expense statement for the period 
and any pertinent comments the examiner may be in a position 
to make. The earnings per share of capital stock and the rate 
of earnings on stockholders' capital should also be stated, 
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preferably in comparative form. Where possible the various 
earning ratios should be used. Thus : 

The earnings for the last fiscal period, six months ended 

June 30, 19 — amounted to $ as shown in Exhibit 

D. This represents $ per share of stock and % 

on the stockholders' capital of $ as reflected by 

the Capital Stock, Surplus and Undivided Profits Accounts. 

A comparison of these statistics for the last six fiscal 
periods follows: 

Percentage Per Unit 
Six Months on Stockholders' of Deposits 

Ending Net Income Per share Capital of $100,000 

Dec. 31, 19 — 

June 30, 19 — 

Dec. 31, 19— 

June 30, 19 — 

Dec. 31, 19— 

June 30, 19 — 

It may be noted that while the earnings per share have 
been steadily increasing the earnings on Stockholders' Capital 
and per Unit of Deposits have been steadily decreasing. The 
decrease in the rate of earnings is undoubtedly due to the 

increase in Interest Expense which now amounts to $ 

per unit of deposit as compared with $ per unit of 

deposits for the six months ended December 31, 19 — . 

The earnings for the current period and a comparison with 
those of the previous period are reflected in the following 
summary : 

Six Months Ended Six Months Ended 

December 31, 19- June 30, 19- 

a f o to Ratio % to Ratio 

■ross to Gross to Increase 

Amount Income Deposits Amount Income Deposits Decrease 

Gross Interest Income 

Interest Expense 

Net Interest Income 

Salaries 

Expenses 

Taxes 

Losses : 

Total Expenses 

Operating Income 

Other Profits . , 

Other Losses ,* 


Net Income , t r , . 
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The detail of expenses for both periods follows : 

Six Months Six Months Increase 
Ended 12/31/— Ended 6/30/— Decrease 

Directors’ Fees 

Advertising 

Advertising Printing 

Stationery and Supplies 

Light and Water 

Fuel 

Insurance 

Examinations 

Repairs, Maintenance, etc 

Dues and Subscriptions 

Telephone 

Postage 

Freight and Express 

Legal and Special Services 

Janitor’s Supplies 

Miscellaneous 

Totals 

In cases where the gross earnings are small when compared 
to other banks or other periods a schedule similar to the fol- 
lowing may be inserted in the comments at this point. This 
shows the gross earnings and net earnings attributable to each 
earning asset. As a general rule the operating expenses must 
be distributed in a statement of this kind on a pro rata basis, 
which does not always produce accurate results. In banks 
which maintain departmental costs, more accurate results may 
be obtained by allocating the expenses on the basis of the 
departmental statements. 



Aver- 

age 

Bal- 

ance 

Gross 

In- 

come 

Effec- 

tive 

Inter- 

est 

Rate 

Inter- 

est 

Ex- 

pense 

Net 

Inter- 

est 

In- 

come 

Inter- 

est 

In- 

come 

Rate 

Ex- 

penses 

Net 

In- 

come 

Rate 

of 

Net 

In- 

come 

Cash 

Correspondent Accts ..... 

Loans 

Discounts 

Mortgages 

Stocks and Bonds 

Real Estate 

Other Earnings 

Total 




















In some cases individual analyses may be made of the dif- 
ferent items showing on the basis of a unit of $1,000 or 
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$100,000 the same information as shown above, i.e., the 
amount earned, the cost of the money used, the operating 
expenses and the net income. 

The average balance as used for this purpose should be 
the average balance for the period which is being studied. Of 
course it will not agree with the item given on the balance 
sheet at the close of the day of examination. The gross income 
column should contain opposite each asset the amount of 
income earned by it; in the event that no income was earned, 
as in the case of cash, the space should be left blank. The 
total should agree with the total shown on the statement of 
income and expense. The Interest Expense is usually applied 
only against loans, discounts, mortgages and stocks and bonds. 
A more accurate distribution may be made by subtracting the 
cash, Correspondent accounts and real estate from stockholders’ 
capital, and considering the remainder if any as a reduction of 
the investment of borrowed money in stocks and bonds. The 
total of the net income should also agree with the net income 
as shown on the statement of income and expenses. 

Where interest expense has been increasing or where it is 
desirable to show its trend a statement similar to the following 
may be inserted in the comments: 



Average 

Balance 

Interest 

Expense 

Effective 

Rate 

Operating 

Expense 

Total 

Cost 

Cost Per 
Unit of 
lroo,ooo 

Time Deposits 


• 





Demand Deposits . . . 
Borrowed Money 

Total 









The operating expense is distributed only against the 
deposits, as very little of it is incurred in connection with the 
borrowing of money from other banks. While the statement 
given shows interest data for only one period, a comparison 
of many periods may be given by separating time deposits from 
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.emand deposits, and arranging the different periods one 
underneath the other. 

If losses have been incurred in the different departments, 
through loans, through investments or through sales of invest- 
ments, and they have been of a kind which indicates lack of 
judgment, comments to that effect and the facts on which they 
are based should be given in this section of the report. 


Comments on Items Contained in the Statements. — 
These comments should contain pertinent thoughts in connec- 
tion with the assets and liabilities, income and expense as they 
appear on their respective statements. The writer should 
refrain as much as possible from a constant repetition of “we 
counted,” “we listed and verified,” “we checked,” and similar 
ohrases. The items that should receive attention are those on 
.vhich the verification has been limited, or which the examiner 
has not been able to verify completely. For example, there 
would be no need ordinarily in stating in the case of corre- 
spondent banks that a trial balance was taken, that the balances 
were verified by direct correspondence, that statements were 
obtained and reconciled, followed by the list of balances due 
to or due from other banks. The directors presume that these 
operations have been performed unless stated to the contrary. 
There are cases, of course, where the directors may desire, or 
where the judgment of the examiner indicates that his report 
should contain a complete history of the details of verification, 
but they will occur very rarely. 

For the most part the comments should contain the excep- 
tions disclosed by the examination and analyses, as well as 
comparison with those of previous periods. A number of such 
analyses and schedules have been mentioned in various parts of 
the text. They should be included in this part of the report, 
although if they are lengthy they should appear on a separate 
schedule in the back of the report. 
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The following is an illustration of comments in connection 
with loans and discounts : 

Loans and Discounts. Schedule No. 3 of this report 
shows the total liability of each borrower as of August 15 , 

19 — , the endorsers or security pledged and the estimated mar- 
ket value of the collateral. The value of collateral has been 
secured from stock exchange quotations and other reliable 
sources. 

The composition of the loans was found to be as follows : 

Demand Loans $1,516,607.20 84% 

Time Loans 291,923.04 16% 


Total 


1,808,530.24 

100% 

Endorsed Paper 

Collateral Loans : Secured By 


$823,8l8.04 

45 - 5 % 

Liberty Bonds 

Local and Stock Exchange 

$17,873.07 



Issues 

819,845.52 



Bond and Mortgage 

141,488.61 

979,207.20 

54 - 1 % 

Loans secured by Assigned Accounts 

5 . 505.00 

• 4 % 

Total 


$1,808,530.24 

100% 


The Endorsed Paper appears to be well distributed among 
your own customers, and the holdings of any one customer 
does not appear to be excessive. 

All collateral deposited as security was accounted for, but 
in the following cases the estimated market value of the col- 
lateral was less than the face of the loan. 

Maker Collateral Pledged Loan Comments 


An inspection of the notes showed the following items to 
be past due on the date of examination. 

Maker Endorser Amount Maturity Comments 
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An inspection of the available data on the above indicates 
that the following losses will be incurred: 


Maker Amount 



Totai . .$ 


It is recommended that these be charged off immediately. 
None of the loans held on the date of examination were 
made in excess of the legal limit. 

The liability either direct or indirect of all officers and 
directors at the date of the examination was determined and 
is listed below together with the attendance of each director, 
for the period covered by our audit. 

No. of 

Name Meetings Liability Liability 

Attended as Maker as Endorser 


Total . 

Secured by Collateral 

Endorsed 

General Criticisms and Recommendations After the 

items appearing on the various statements have been discussed 
the general recommendations, based on exceptions or faults 
disclosed by the audit, should be presented. These should be 
made clearly and in a manner that will not antagonize the per- 
sons they are intended for. Criticisms should be made in a 
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constructive manner and under no conditions should the writer 
of the report indulge in personal remarks. Trifling errors 
should not be magnified merely for the purpose of having 
something to say. 

Schedules. — At the back of the report should be placed 
the schedules containing data which support the principal state- 
ments or the items in the comments. The number and kind of 
these will vary in each report. A representative list would 
include the following : 

Cash Items in which would be listed all cash items included 
in the cash count. 

Loans and Discounts. A detailed list of all loans held by 
the bank, showing the total liability of all borrowers. 

Stocks and Bonds Owned. A list showing values of all 
securities owned by the bank. 

Analysis of Bond Earnings, showing the effective rate on 
bonds held at the date of examination. 

Overdrafts. If they were too lengthy to include in the 
comments. 

In other cases schedules might be included showing sup- 
porting data on each asset and liability with the exception of 
a list of depositors; such, for example, as a list of the owners 
of capital stock, list of unpaid dividend checks, outstanding 
certificates of deposit, holders of letters of credit, or outstand- 
ing ca'shier’s checks. But these should not be included unless 
they give information or are of value. 

Where several departments of a bank are carried, the indi- 
vidual statements of the different departments may be included 
in this portion of the report. 

Report on Trust Department. — It is believed that a sepa- 
rate section should be devoted to statements, comments and 
recommendations on the trust department, but this is a matter 
of opinion. In many cases such material will be treated merely ; 
in a separate subdivision of the general report. Separate state- 
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ments should be prepared for the individual and for the 
corporate departments. The balance sheet of the individual 
trust department will follow the form shown in Chapter XXIII 
on the trust department. The statement of the corporate 
department, if one is carried, will usually consist merely of 
cash deposited for specific purposes. In many cases it may 
be shown as a separate item at the foot of the other statement. 
The income from this department will be shown as an addition 
to the foot of the statement of income and expense. A sup- 
porting- statement showing details of how the net income was 
ascertained should be inserted among the schedules, or if the 
department is a large one the statement may be placed with the 
other principal statements. 

The comments on this department should follow the same 
form as that indicated for the banking department. 

Directors’ Approval of Report When the report is sub- 

mitted it should, if possible, be presented in person. When 
this is not possible or desirable, it should be forwarded to the 
auditing committee. At the same time a letter should be sent 
to each director advising him that the audit had been completed 
and that the completed report had been delivered. In other 
cases, a form is bound in with the report, as the last schedule, 
with spaces so that each director may attach his signature as 
having read and approved the report. The above is necessary 
so that each director may know that a report has been delivered 
and become acquainted with its contents. Otherwise, it is 
possible that a few of the directors may withhold the report 
from the others, in order to conceal certain conditions. 



CHAPTER XXXIII 

INTERNAL CONTROL OR ROUTINE 

An Internal Control Invaluable. — In different parts of 
the text reference has been made to the necessity of an effec- 
tive internal control or routine on banking transactions as they 
are made and recorded. Examinations and audits prove that 
at the time of examination all items are correctly stated, but 
usually a period of from six months to a year may elapse 
between examinations. During that interval of time many 
things may happen, for a large number of banks are left with- 
out any adequate means of protection from manipulation. 

In some banks records are made and transactions handled 
in such a manner that it is no wonder that shortages occur. 
The wonder is that more of them do not occur. In the last 
analysis the honesty of the clerks and officers and others 
engaged in banking must be relied upon, regardless of how 
much system or unfortunate “red tape” there may be. If a 
person is dishonest he will scheme and devise ways of getting 
what he wants, while the honest man, even without anyone 
checking him, will continue faithful to his trust. But there 
are any number of persons, honest at heart, who when tempted 
and given the opportunity cannot resist it and fall. It is to 
prevent the possibility of such temptations that the directors 
are in duty bound to arrange the procedure of their bank in 
the best possible manner. 

Often defalcations and embezzlements occur, or are made 
possible, through the fact that the duties which ordinarily 
should be performed by two or three different clerks are 
placed on the shoulders of one, in an attempt to keep down 
expenses. It is true that an increase in the pay roll of perhaps 
two or three thousand dollars to provide the extra clerks is not 
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an insignificant item. On the other hand, if the failure to add 
the extra clerks results in a defalcation, the bank is really to 
blame, not the clerk. The bonding company may make good 
all or the greater part of the loss, but this does not always 
happen. Then, too, the discovery of a shortage in a bank 
gives it a certain amount of questionable notoriety and the 
general public an insight into its methods of doing business 
which is far-reaching in its harmful effect. 

“Red Tape” not Necessary — It should not be thought that 
an effective routine requires a great deal of system or “red 
tape.” It does not. In any system of internal control sim- 
plicity of operation should be stressed. It should be remem- 
bered, at all times, that the bank or trust company is in business 
for the purpose of serving its clients quickly. A system, no 
matter how good it is in the way of preventing errors of 
omission and commission, that retards the conduct of business 
should not be tolerated. A bank which has its operations made 
and recorded in accordance with good banking practice very 
seldom requires more than a few slight changes in its Routine 
or records to provide complete control. These banks, it must 
be admitted, are not always in the majority. 

The Small Bank. — The small bank, which is the one most 
in need of protection, cannot always arrange its routine in the 
proper manner. But much can be done to lessen the dangerous 
practices usually found. Even if the rearrangement of the 
routine requires the services of an extra clerk, it is well worth 
while, just as a matter of insurance. The greatest protection 
to small banks, however, is frequent, unannounced and com- 
plete examinations. 

Large Banks. — In large banks, the work of one person can 
be made to check that of another without in any way inter- 
fering with service, or increasing labor. In banks having 
branch offices, those employing the unit system of tellers, or 
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those in which short cuts have been instituted so as to provide 
quicker service to customers, very little protection can be given 
without the aid of an internal auditor or comptroller. 

Examiner’s Review of Routine. — In various parts of the 
text various protective measures have been commented upon. 
An attempt is made in this chapter to present some of the 
practices in general use, to protect the depositor and the bank. 
It should be remembered, however, that each bank is a problem 
in. itself. What might be workable in one bank might not 
work at all in another, because of differences in working con- 
ditions, type of transactions, customers, and other elements 
of the situation. 

The examiner should not consider that he has completed 
his audit and examination until he has reviewed the internal 
routine in effect, even though he may have devised and installed 
it himself in prior years. The number and varieties of trans- 
actions going through a bank are constantly changing. In an 
effort to get an ever-increasing amount of work done by the 
same staff, short cuts are often instituted. These changes 
might not show on the surface, but they might have the effect 
of completely voiding the protection afforded by the original 
plan. 

The examiner’s review should be based on the results of 
personal observation, not on the statements made by officers 
or others in charge. Sometimes it will be found that the actual 
routine being followed is entirely different from that which 
the officers believe is in use. Perhaps not in its essential 
points, but sufficiently so to provide loopholes. An excellent 
plan is to lay out a rough plan of the staff organization and 
trace through the different types of transactions. In any event, 
the survey should be made on the basis of the bank as a whole. 
Sometimes if separate departments are surveyed individually, 
things may appear to be in excellent condition, but when viewed 
as a whole in connection with the other departments, a great 
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deal of overlapping and unnecessary work may be revealed. 
The latter condition is generally caused by the manner in which 
the internal control is introduced and the lack of a compre- 
hensive plan. Very often the control is introduced point by 
point as they are noted by examiners and accountants, with the 
result that one feature overlaps another. There is a proving 
and reproving of work, which does not serve any useful 
purpose. 

A Few Principles. — The most effective protection can be 
afforded through the services of an internal auditor or con- 
troller, who becomes a part of the bank’s organization. Banks 
employing such auditors and giving them authority and free- 
dom in actions are very few. In many cases, they are made 
subservient to the officers and others, whose work they are 
supposed to audit; in others they are merely glorified general 
ledger bookkeepers. However, this will change as directors 
realize their importance. 

The auditor, if he is to be of value to the bank, must not 
prepare any of the records which he is to audit, neither should 
he be required to report to anyone other than a committee of 
the directors. He is in effect their representative in the bank 
and should have a corresponding amount of authority. 

Lacking an auditor, it then becomes necessary to work 
with the material in hand. The fundamental principles of 
internal control require: 

x. A separation of the function of recording, from that of 

handling cash, securities or other negotiable items. 

2. Tellers and persons handling cash should not make any 

permanent records. 

3. Neither should those handling securities have charge of, 

or make permanent records of them. 

4. Securities owned, collateral, and safekeeping items should 

be under the joint control of two persons. 

5. Or an adequate system of vault control should be in effect. 

6. Persons should not perform two or more functions, 
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usually made by two persons, such as paying and receiv- 
ing, without providing extra precautions. 

7. The system in use should provide a swift stream of work 
from one department to another, to prevent the accumu- 
lation of checks and slips in any one department. 

8. Tellers’ assistants, clerks, bookkeepers and similar em- 
ployees should he moved from department to depart- 
ment without notice. 

9. All persons should be required to take annual vacations. 

10. All employees should be bonded. 

The above is not intended as a complete statement of the 
principles, but merely to cover essential points. In applying 
these principles, moreover, it will be found that quite often 
they must be modified. 

Cash In Vault. —As a rule it will be found that cash will 
be fairly well controlled. The vault cash should be under the 
control of two men. No one person should have the combi- 
nation to the vault in which the reserve cash is held. The 
reserve cash as well as the working cash should be kept as low 
as possible, to lessen the loss in case of robbery, and in the case 
of Federal Reserve members to lessen the loss in interest. Many 
banks in the larger cities do not keep any cash other than that 
required for the day’s business, a new supply being obtained 
from the federal reserve bank each morning. This is an excel- 
lent practice and should be followed where possible. 

It is customary to keep a book record of the reserve cash, 
showing the quantities held of the different specie and currency. 
This is added to or changed as cash is placed in the vault or 
withdrawn for use. At intervals the entire cash should be 
counted, and the count signed by the men in control, who are, 
in the majority of banks, the paying teller and the cashier, or 
some other officer. This is the best plan, unless the bank is so 
organized as to place the vault in the control of two officers. 
If the reserve is not touched except at infrequent intervals, a 
frequent count of it would not be necessary. 
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Paying Teller’s Cash. — In most banks Paying Teller 
Number i has charge of the working cash of the bank and 
receives from or supplies to the other tellers the cash they may 
or may not require. His cash should be kept at a minimum, 
and he should be bonded for the greatest amount of cash he is 
apt to have in his possession. A daily proof or settlement sheet 
should be prepared and the entire cash should be counted by 
one of the officers at least once a week, more often if possible. 

Teller’s Cash. — Each teller should have a separate cage in 
which to operate. Many small banks operate with an open 
space behind the counter, as a matter of convenience, so that 
one person may be able to perform two or three duties. As 
a result it is possible for anyone back of the counter to help 
himself to a teller’s cash, and there is no way of placing the 
responsibility for the shortage. If four or five persons handle 
cash from one teller’s funds, the teller certainly cannot be held 
accountable for any difference that may occur. Given a cage 
or partitioned space in which to work, the teller is aware of 
anyone coming into his “cage” and can guide himself accord- 
• ingly. Relief tellers or persons replacing the tellers should be 
provided with a fund of their own in a locked box, the regular 
teller’s cash being locked up securely during his absence. This 
will prevent disputes and the possible temptation of taking 
someone else’s cash. If two tellers or a teller and an assistant 
operate from the same cage, they should be provided with 
separate cash compartments and required to balance inde- 
pendently of each other. As a rule two tellers should not 
operate from the same cage. Where a teller and an assistant 
do operate, the handling of the cash should be confined to one 
person as much as possible. 

Where there are separate receiving and paying tellers, all 
receiving tellers should be required to turn in their cash at the 
close of business to the paying teller or money department, if 
pne is maintained. Daily settlements should be required from 
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each teller, from which all cash should be cleared. This will 
prove that the cash with which the teller has been charged 
has been properly accounted for. However, if the teller has 
received a deposit which he has not recorded, the shortage will 
not show on his settlement sheet. This can be guarded against 
in the first place by informing each depositor monthly of the 
balance in his account through means of a statement, in the 
second place by making it impossible for the teller to make or 
cause to have made entries on the individual accounts of the 
depositors which would offset deposits that he had failed to 
charge himself with. 

When tellers both receive and pay, it is not practicable for 
them to turn in all their cash at the close of business. The 
necessity of counting out cash the following morning would 
delay the starting of operations. Each teller should be supplied 
with a separate compartment or truck in the vault, in which 
to keep his cash. The cash in his custody should be kept at a 
minimum; as it accumulates during the day it should be turned 
over to the cashier or teller in charge of the cash. At irregular 
intervals and at least once a week the cash of each teller should 
be counted in detail by one of the officers or an auditor, if 
one is employed. If a teller has an assistant, the cash should 
be counted down each night and a statement of the count signed 
by both men turned in with their settlement sheet. All checks, 
deposit slips, and other items aside from cash should be 
removed from the cage almost as soon as received by the teller. 
This will prevent the accumulation of such items, which often 
provides the thought and opportunity of changing them. Under 
some conditions, it is possible to have the assistant teller handle 
all the sorting and book work, including the preparation of 
:he settlement sheet, but not allowing him to handle any cash. 
This leaves the teller free to pay out and receive cash only 
and enables him to get acquainted with the bank's customers. 
When tellers perform the dual duty of both receiving and pay- 
ing, as in most business banks they must, there is always the 
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possibility of deposits being held over from day to day to make 
up a shortage. 

Records showing the over and short items of each teller 
should be kept. This should be reviewed at intervals by some- 
one in authority. A normal amount of differences may be 
expected as the result of quick service, but unusual amounts 
should be investigated as they occur. Tellers should not be 
permitted to carry over and short items from day to day. 
Differences should be cleared through immediately to a general 
ledger Suspense account. 

Cash Items. — The most effective control of cash items can 
be exercised by removing them from the custody of the teller 
at the close of each day. When this is done a general ledger 
account is carried for “Cash Items,” which acts as a controlling 
account. All items are cleared through to this account, and 
the following day they are redistributed or carried over. If an 
internal auditor is a part of the bank’s organization, he usually 
has the custody of the cash items and keeps after them until 
they have been collected. If there is no internal auditor this 
is often done by the general ledger bookkeeper. Such a prac- 
tice prevents the accumulation of old items, which is found in 
some banks, and prevents the tellers from using fraudulent 
items to cover up differences. 

Correspondent Banks— The control of accounts with cor- 
respondent banks should present no difficulties. The issuance 
and payment of drafts should be properly safeguarded. All 
drafts should be numbered consecutively by the printer, not 
by a numbering machine as used, and the reserve supplies 
should be kept by some one not connected with their issuance. 
The custom of signing drafts in blank should not be permitted. 
This is often done as a matter of convenience, when drafts 
are sold to customers to facilitate their issuance, but is dan- 
gerous. It is desirable that the issuance of the drafts pass 
through the hands of two persons, although all drafts should 
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be verified at the end of the month, when the accounts are 
reconciled. When an auditor is carried, a stub should be 
attached to the draft showing account, number and amount, 
which should be detached by the officer as he signs it and sent 
to the auditing department. It is retained there and kept as 
the basis on which to check the monthly statements and recon- 
cile the accounts. 

All accounts should be reconciled monthly. These recon- 
ciliations should be made by the internal auditor. If there is 
no auditor, they should be made by some one of the clerks, 
in which event they should be verified by one of the officers. 
This verification should not be perfunctory, but should consist 
of the actual tracing through of all items appearing on the 
statement. The cancelled paid drafts should be compared 
with their entry in the register and all items should be accounted 
for as paid or outstanding. Items outstanding should be 
scrutinized. Reconcilements should be kept by the officer who 
verifies them and used to compare the settlements of subsequent 
months, to ascertain if the same items are being persistently 
carried as outstanding. 

Loans and Discounts — In small banks where the loans are 
kept by the cashier, the directors or their committee should 
require a list of all loans at irregular intervals, but at least 
once a month. This list should be compared with the actual 
notes on hand, which should be inspected. The directors or 
their committees should make sure that the total of the notes 
sighted agree with the balance in the General Ledger Control 
account and with the. total of the list submitted, and also that 
the general ledger is in balance. This plan has certain disad- 
vantages, but under such conditions it is not possible to do 
more. 

Where the notes are not kept in the custody of the cashier 
and a note teller is carried, the cashier should make a run of 
the notes at irregular intervals, at least once a week, balancing 
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the run with the Controlling account. When an auditor is in 
use, he is informed independently of all new loans, picks up 
payments from the daily settlement sheets, and in this way 
builds up an independent control. This is used to check up 
frequent runs of the notes on hand. At intervals the auditor 
may verify all or a portion of the notes by communicating with 
borrowers. 

The collateral pledged on loans should be in the joint 
custody of, say, cashier and note teller, or the securities should 
be in the hands of the cashier, while the records of it are kept 
by the teller. In the latter case a frequent check-up of the 
collateral on hand should be made. In small banks the col- 
lateral pledged should be indicated on the face of the note or 
collateral agreement. At intervals a committee of the directors 
or one of the officers should check up all collateral held. In 
the larger banks all collateral should be held in joint control. 
If there is an auditor, he will of course check the collateral 
at intervals and should at regular intervals verify all or a 
portion of the collateral by direct correspondence with the 
borrowers. 

Income from interest on loans or discounts cannot be con- 
trolled with any closeness in a small bank. Under most condi- 
tions, however, when the staff includes a separate note teller, 
he can check the cashier, and the cashier can check the teller. 
If there is an auditor he can check the computations daily 
and trace the collection of interest through to the general ledger 
Income account. Some advocate the placing of an assistant 
auditor in the note teller’s department, but when, this is done, 
the auditor usually loses his identity as an auditor and becomes 
merely a clerk. If a system of accrual accounting is in effect, 
by which all earnings are taken into account as earned, there 
will be an automatic check on the collection of all income, 
provided the balance carried in the account of income accrued 
but uncollected is checked over at regular intervals. 
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Bonds and Stocks. — The best control can be exercised by 
placing the permanent custody of bonds in two different per- 
sons. Quite often one of the officers and one of the directors 
are given this responsibility. A record is kept with the securi- 
ties in the vault, and both persons must affix their signature 
to the vault record whenever the securities are disturbed, a 
record being made of the items withdrawn or replaced. At 
intervals the items are inspected by the directors, or other 
officers. 

For the smaller bank which may be a member of the Federal 
Reserve System, the most protection from loss in all ways 
can be obtained by depositing all securities with the Federal 
Reserve Bank. The service rendered in this respect is a very 
valuable one, but is not always used. It relieves the member 
bank of the necessity of checking and rechecking the securities 
at different times and provides an automatic check on the 
receipt of income from such securities. It also facilitates the 
sale or purchase of new bonds for all purchases. Deliveries 
are made to and from the Federal Reserve Bank without the 
usual risk attendant upon the transfer of securities from one 
place to another. 

In larger banks where the type of business warrants a large 
organization and where changes are constantly being made in 
investments, a system of vault control should be in use. This 
may vary from the attendance of the auditor whenever securi- 
ties are deposited or withdrawn, to an elaborate system of 
records showing all items in the vault and keeping track of 
their movements. 

When an auditor is on the staff of the bank, he is informed 
of all securities purchased, items accepted for safekeeping, 
trust assets received, and so forth, also of the delivery and 
distribution of these papers. It is his duty to see that the 
securities have been received, or delivered and that the correct 
entries have been made for the transactions. The simplest 
method but not the best is to have the custodian of the vault 
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enter in a bound book all items taken out or replaced in the 
vault and their disposition. These are checked daily by the 
auditor, or officer. 

A complete system of vault control usually involves the 
following: Slips in duplicate are provided as orders to the 
vault clerk to receive or deliver certain securities. To be 
authentic they must be signed by one of the officers designated 
for that purpose. The original is kept by the vault clerk while 
the duplicate is sent to the auditor. At the inception of the 
control system, a control is established on all items in the 
vault, either on the basis of par value or on an established 
value, which is kept by the auditor. This includes trust assets, 
bank assets, safekeeping items, and in some cases other items. 
As items are received or delivered they are added to or deducted 
from this control. The arbitrary values used for control pur- 
poses are standard and not changed. The keeping of the con- 
trolling account may vary from a single account to a complete 
duplicate of the bank’s records. Usually the best method is 
to keep a record by kinds of securities, that is to say, to have 
a separate account for each kind of stock or bond carried, 
whether for the bank’s account or for others. This record 
is also of value in many other ways. At intervals a physical 
examination is made of the items on hand, which are then 
compared with the auditor’s records. The duplicate slip after 
being posted to the auditor’s record, serves as the basis for 
the verification of the entries which should have been made 
to the various accounts. 

The slips are numbered serially for each department and 
all must be accounted for. Some banks provide the slips in 
triplicate, the third copy being kept by the department manager 
issuing the order and transmitted by him to the auditor. 

In the case of temporary withdrawal or temporary deposit 
of securities special’ slips are used to eliminate unnecessary 
posting. Generally the duplicate of this special slip is retained 
by the department responsible for the transaction, while the 
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original is presented to the vault custodian and by him sent 
to the auditing department. When the security is withdrawn 
or replaced, as the case may be, the duplicate slip is sent to the 
vault custodian as an order or receipt, and the custodian then 
transmits it to the auditor. The slips on the entire transaction 
are by this time in the auditor’s hands and may be verified. 
No postings are made in the control account, but the unmatched 
slips representing uncompleted transactions are at all times 
before the auditor. 

In any event, whether an auditor is on the staff or not, it 
is best to show the par values of all bonds and stocks owned 
or carried for others on the record. Even though a current 
control is not exercised, this permits the examiner, particularly 
in the case of trust and safekeeping items, to ascertain whether 
all securities are on hand. 

Commercial Deposits — In small banks the keeping of the 
individual accounts should not be combined with the duties 
of those who receive or pay to the public. This is more impor- 
tant in small banks than in larger banks. For larger ones 
have other means of checking up their work. The person in 
charge of the ledgers should consider himself as being in the 
same position as a teller and with the same responsibility. Just 
as the paying teller would not permit anyone to handle and 
take his cash, neither should the bookkeeper allow others to 
remove or handle the accounts. 

■ .Separate controls should be carried on each ledger. This 
facilitates the finding of errors, the distribution of work among 
several persons and the frequent taking off of trial balances. 
In some cases these subsidiary controls are kept by the clerk 
working on the ledger; in other cases they are kept by the 
person in charge of the ledgers. The latter is the best practice. 

The clerks working on the ledgers should not be kept at 
any one ledger but should be shifted from one to another 
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without notice. In some cases an assistant auditor is placed 
in the department at irregular intervals. 

The majority of banks supply statements to their depositors 
at the end of the month. These are prepared during the month 
and in effect are a duplicate ledger as they are posted inde- 
pendently from the same data as the ledger and should reflect 
the same balance. At the close of each day, or in some cases 
less frequently, the statements are compared with the accounts 
and errors, if any, are corrected. In some cases it is possible 
to remove the statement clerks from the bookkeeping depart- 
ment entirely, in this way using the statement as a complete 
check on the deposits. 

Statements should be issued every month on all accounts 
by the statement department. Those not called for should 
be mailed, or if possible all statements should be mailed. 
Before mailing or turning over to a clerk for delivery to 
customers, some person, an auditor if one is on the staff, 
should check the statement against the ledger account to see 
that they agree and then see to it that the statement as checked 
reaches the customer. If there is an auditor, it is also possible 
at certain times of the year to secure direct verification from 
customers of the correctness of their accounts. 

The dangers to be averted in the handling of deposits are 
among others : 

x. The receiving of deposits, but not recording them. 

2. Charging false checks against accounts. 

3. Altering accounts to show deposits which have been made 

by customers, but which have been misapplied. 

The solution is simple, namely: The complete separation 
of the receiving and paying tellers from that of the book- 
keeping function, and direct contact of the bookkeeping 
department with the customers. The application of this general 
rule is not always so simple. 

When tellers both receive and pay, which is fairly common, 
there is an added danger of manipulation by applying deposits 
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to make up shortages, or making up shortages from the cash 
which is carried forward from day to day. This can be mini- 
mized, if not prevented, by removing the items from the 
tellers’ cages as soon as possible after they have been received 
or paid, by the establishment of a central clearing or proving 
desk, and frequent counting of the cash at a time when the 
amount of cash that should be on hand can be definitely 
determined. 

The combining of the receiving, paying and bookkeeping 
function in one unit has done much to speed up banking trans- 
actions. At the same time, however, it has increased the dan- 
ger of loss through defalcation, or carelessness, placing as it 
does the entire handling of an account in the control of one 
or sometimes two persons. The danger can be minimized by 
having an assistant in each cage, and by moving the assistant 
from cage to cage without notice. The bookkeeper, it may 
be said, should also be moved about without notice. Where 
assistant tellers cannot be used conveniently, all items other 
than cash should be removed from cages immediately, sorted 
and proved, and then charged against the individual book- 
keepers. 

Inactive Accounts — Accounts, both in the savings ledgers 
and in commercial accounts, which only have withdrawals at 
long intervals should be removed from the regular ledgers and 
carried separately. A controlling account for this inactive 
accounts ledger should be carried in the general ledger, and 
the accounts should be under the personal supervision of an 
officer. No charges to these accounts should be permitted 
without the approval of an officer designated for that purpose. 
This officer should check over the accounts occasionally to see 
that only items which he has approved have been posted. 

Accounts which have not been active for a long time should 
be investigated, so as to ascertain their status. In savings 
accounts, the inactive account can be flagged and no with- 
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drawals permitted until the officer has obtained verification of 
the balance from the depositor. 

Savings Accounts — Savings accounts from their very 
nature cannot be handled in the same manner as commercial 
accounts. The danger from manipulation is greater on account 
of the comparative inactivity of most of the accounts. As a 
result banks devoted to savings have a highly developed system 
of safeguard, sometimes carried to an extreme. On the other 
hand, the savings departments of some commercial banks are 
without any means of protection. It is impossible to say how 
long a manipulation can continue. In one bank the teller 
admitted having carried on his defalcation over a period of 
22 years. 

The more conservative savings banks pass all deposits and 
withdrawals through three persons. This prevents errors and 
defalcations, but it is time consuming. The procedure on 
deposits generally is as follows : 

1. Teller takes cash and enters it in pass book, which is then 

passed with the deposit slip to the 

2. Journal clerk, who records the deposit in a journal show- 

ing name and account number, and hands the pass book 
to 

3. Another teller, who compares the deposit slip with the 

entry in the pass book and returns the book to the 
depositor. 

In the case of withdrawals the custom is : 

1. Clerk makes out check and secures identification. 

2. Bookkeeper makes entry in pass book and on ledger 

account. 

3. Teller compares check with entry in pass book and pays 

out. The total of his payments for the day should 
equal the total of postings of withdrawals. 

In most cases this procedure can be simplified and the same 
results obtained by passing through only two persons, although 
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the type of depositors will usually govern on this point. In 
other banks there is a teller who both pays and receives, the 
same as the teller on Commercial accounts. This latter practice 
is followed by a large number of commercial banks with 
savings departments, and has often resulted in losses. All 
transactions in savings accounts, both deposits and with- 
drawals, should pass through two hands, but it should not 
be done in a manner to delay the depositor whenever he wants 
to make a deposit or a withdrawal. One plan was worked 
out so that the receiving teller (who might also be the paying 
teller) would only receive and count the deposits, while another 
would make the entry in the pass book from the deposit slip. 
In the case of withdrawals the check would be posted to the 
ledger account by the bookkeeper and the amount would then 
be paid out by one of the tellers. Many variations of this 
plan are possible. 

A machine has been developed by one of the large register 
companies by which all entries are made in the pass book and 
ledger by the means of a cash register, in which the totals are 
accumulated under lock and key. The machine serves its 
purpose admirably, wherever it is desired to combine the 
functions of paying, receiving and bookkeeping in one unit or 
person with safety. 

In some commercial banks it will be found that one clerk 
acts as bookkeeper and also as teller. This combination is to 
be avoided. Paying, receiving and bookkeeping should be 
divorced from each other, otherwise there is a constant temp- 
tation to steal. Sometimes it is possible to place the savings 
teller beside one of the regular tellers, so that while the record 
is made by the savings teller, the actual paying out or receiving 
of cash and checks will be done by the regular tellers. The 
record made by the savings teller acts as a check on the cash 
transactions of the regular tellers, so far as the savings 
accounts are concerned. Under such conditions, it is also 
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possible for the savings teller to act as bookkeeper on savings 
accounts only. 

A bank having savings accounts of any consequence, par- 
ticularly if it lacks a good internal routine, cannot afford to 
be without an internal auditor. Among his other duties, he 
should inspect all pass books when presented for interest. 
Those not presented should be written to and the account 
“flagged” so that further transactions in the account are 
impossible until the balance has been verified. The latter 
precaution will prevent any further manipulation. 

In the bookkeeping of the Savings accounts precautions 
similar to those cited in the case of Commercial accounts 
should be taken. Controls should be established on each 
ledger, each day’s posting should be balanced, and various 
other devices should be utilized. In many cases the ledger 
account is removed and the withdrawal posted to it, before 
the cash is actually paid out. In other cases postings are made 
from deposit slips and checks, and the postings are then 
abstracted and compared with registers prepared from the pass 
books, before they are returned to the depositors. 

Cashier’s and Treasurer’s Checks As noted in the text, 

there are two ways in which it is possible to manipulate these 
accounts : 

1. A check may be issued for cash and not recorded. 

2, A check may be issued for one amount but recorded as 

being for a smaller amount. 

The possibility of such practices can be prevented even in 
the smallest banks. No checks should be signed in blank; all 
should be numbered; all should be accounted for; and the 
reserve supplies should be under the care of some responsible 
person. All should be numbered consecutively and those 
spoiled or cancelled should be kept so that all numbers may be 
located. If possible, they should bear the signatures of two 
persons, the one who draws them and the one who enters them 
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in the register. One way in which to eliminate the danger 
is to have the checks drawn and entered by one person, signed 
by another and checked by a third. 

When such checks are issued for cash, the cash should 
be received by the receiving teller and evidenced by a receipt 
to be issued by him, which is then used as the authorization 
for the issuance of the check. 

If there is an auditor, a stub should be attached to the 
check, which should be detached by the officer who signs the 
check, the name and amount noted thereon, and the stub sent 
by him to the auditor. He uses it to check the registers and 
outstanding items. 

When the checks are paid, they should be compared with 
their entry in the register and a notation of date of payment 
and the fact that they were paid, made therein. This should be 
done by one of the officers, or in some cases by the general 
ledger bookkeeper. 


Certificates of Deposit. —There is as much danger con- 
nected with the issuance of certificates of deposits, as there is 
in connection with deposits, perhaps more. The danger is 
present, if it is possible : 

1. To issue a certificate and not record it. 

2. To issue a certificate and record it for another amount. 

3. To change records to show that a certificate has been 

redeemed at a false amount, thus covering up the short- 
age created by (2). 

As with the issuance of other forms of receipts, the greatest 
protection is possible when the issuance of the certificates is 
passed through the hands of two or three persons. If possible 
the receiving teller should receive the cash or check and issue 
a receipt for it. This receipt to be used as authorization for 
the issuance of the certificate, which may be made out, regis- 
tered and signed by one person. 

The same control as that indicated for drafts and cashier's 
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checks in safeguarding supplies and in accounting for all 
numbers, should be in effect on certificates of deposit. 

In banks where the transactions are more numerous, the 
cash is received by one person, who also issues the certificate. 
It is then registered by another and then signed by an officer. 
If there is an auditor, a stub showing complete details and 
amounts is detached from the certificate by the' officer who 
signs the certificate, and then sends to the auditing department. 
This can be done internally, so that the customer may not be 
required to go to two or three places to obtain such a certificate. 

Paid certificates should be checked back against the register 
and carefully filed. At intervals a list of the outstanding 
certificates should be made and the total compared with the 
control. 

Capital Stock. — If the bank has a large number of stock- 
holders, it may be advisable to have a transfer agent and a 
registrar. If not, this work will be done by one of the officers. 
All cancelled certificates should be mutilated and carefully 
filed. None should be signed in blank, and the officers signing 
the stock certificates should note that all reissues are accom- 
panied by an equivalent amount of old shares properly 
cancelled. 

General. —-Each department or teller should be required to 
prepare at the close of business a settlement or proof sheet. 
From these a general proof sheet for the bank should also 
be prepared. This enables each department or teller to be 
treated as a unit and localizes and prevents errors. 

The keeping of the general ledger should be in the hands 
of some one who does not originate or have access to the 
original records of the bank. This will eliminate the possi- 
bility of manipulation of the general ledger accounts to cover 
up a shortage. In many small banks, however, the ledger is 
kept by the cashier or assistant cashier who also handles many 
of the banking transactions. Where this condition exists it 
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is possible to make adjustments in the general ledger to cover 
up embezzlements, while an examination of the original records 
will seem to indicate that all items have been properly accounted 
for. In such cases the only safeguard is frequent and complete 
examinations. 

Wherever possible the making of permanent records by 
tellers of transactions passing through their hands should be 
avoided. The use of debit and credit tickets and the checking 
of their summarization will make this possible, and will also 
facilitate their work. 

All employees and officers should be required to take a 
vacation and all should be bonded. 

Interest on Bonds and Income in General. — In the small 
bank the verification of income by internal check is difficult 
if not impossible. If bonds are deposited elsewhere and 
coupons are clipped and credited to the account, there is an 
automatic check. But when the bonds are retained by the 
bank, even with joint control, there is not an automatic check, 
for while all coupons may be clipped, this does not insure that 
the bank will receive them, or that, once received by the bank, 
they will not be removed by false entries or footings. 

A schedule should be prepared showing total holdings and 
the amount of income that should be received each month. At 
the close of each month this should be compared with the 
actual credits as they appear on the books. At the close of 
the year the totals of the schedules and of the credits on the 
the books should agree. In a very small bank, this schedule 
can be prepared and kept by the directors or their committee, 
in larger banks by one of the officers or auditor. 

In larger banks, "ticklers” are maintained showing the 
dates on which bond income is to be received, which can be 
used to check its receipt. If an auditor is carried he will 
probably originate the "tickler.” If a proper system of accrual 
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accounting is in effect there will, of course, be an automatic 
check on such income. 

Income from loans and discounts, as noted previously, 
should be checked daily by some person, a minor officer in the 
small bank, an auditor in the larger bank. The use of debit 
and credit tickets instead of registers for the accumulation of 
income eliminates to a great extent the possibility of forcing 
footings, or otherwise permanently covering up shortages of 
cash — provided it is not possible for the bookkeeper to origi- 
nate a shortage. 

Expense Items — All kinds of expense should be supported 
by properly approved vouchers. Invoices should be approved 
by one person and paid by another. Payments of cash should 
be supported by receipts. In larger banks, a complete pur- 
chasing and receiving system should be in force. While one 
control for all expenses may be carried on the general ledger, 
this should be supported by an analysis statement or book, 
giving complete details. Comparative statements of detailed 
expenses, prepared at regular intervals, will show up an 
increase of any consequence, and thus prevent the “padding” 
of expense items. 

Salaries should be recorded in a pay roll book or record. 
All additions to the pay roll or changes in it should be evidenced 
by some form of written authorization. If employees are 
paid in cash, the pay roll should be prepared by one person and 
paid out by another, except in very small banks, to prevent 
the placing of fictitious names on the roll. 

Trust Assets — The fundamental principle is the complete 
separation of the handling of securities from those entrusted 
with the duty of recording them, and the preventing of either 
of these groups from handling cash. If possible the handling 
of cash should be confined to one person for all the trust 
department, in preference to having two or three cashiers for 
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separate purposes. Daily proof or settlement sheets should 
be required, as in the banking department. 

Securities and similar items should be controlled in the 
same manner as that outlined for the bank’s own assets. In 
all cases receipts for securities received should be issued, which 
should be routed so as to reach the department handling the 
records without passing through the hands of the person in 
whose custody the securities are placed. 

Income on Trust Assets. — The verifying of income from 
trust assets, which often are of a considerable variety, is not 
the easiest thing to do. The basic plan is to build up a set of 
double entry books, as 'in a commercial company, creating an 
accounts receivable for the item when earned and crediting 
it when received. This can be done, but usually there are so 
many adjustments required and income is so apt to be set up 
without being collected, resulting in the distribution of income 
not received, that the complete plan is not possible. However, 
the same results can be achieved in another manner. 

All trust assets as received should pass through the hands 
of some person who will list on a tickler form the income to 
be received therefrom and the month or months in which it 
is to be received. At the beginning of each month tickets 
are prepared for all income that should be received during 
that month, including interest, rentals and bond coupons. 
These tickets should be prepared by the records department 
or by the auditor if there is one. As the income is collected 
and traced to the credit of the proper trust the tickets are can- 
celled. Consequently, uncollected income, or income unac- 
counted for, will be represented by uncancelled tickets on hand. 
It is customary to provide a mathematical control on the tickets 
to prevent their being lost or mislaid. Under some conditions 
it is possible to use these tickets as the basis for posting the 
credit to the individual trust account. 

As for the collection of fees, commissions and other earn- 
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ings, as noted in the chapter on the trust department, the best 
practice is to carry a separate account for each trust, showing 
the charges against each individual trust and their collection. 
When this is done, it is an easy matter for the auditor or an 
officer to review the accounts and note that current charges 
have been made. If this is not done, some form of a memo- 
randum record should be carried, showing by trust numbers 
the charges made each year against each one. 

Conclusion — It is not wise to insist upon having records 
made or business transacted in a roundabout manner simply 
to obtain some sort of check. In most cases the control or 
check can be worked into the general scheme of things. If it 
cannot, other means should be provided through an internal 
auditor, or otherwise, for the protection of the depositors and 
the bank itself. Nor is it wise to set up elaborate safeguards 
on one particular point in a department leaving others uncon- 
trolled, for this will breed general contempt of all control 
devices. 

In banks desiring to give quick service to their customers, 
certain “short cuts” are made and an internal auditor is a 
necessity. However, it should not be thought that the auditor 
is a mechanical checker. He can be far more than that, really 
a comptroller who will safeguard the interests of the depos- 
itors, directors and stockholders. He should be answerable 
only to the directors. In such a position he can do much to 
assist in the operation of the bank and to prevent losses not 
only from defalcations and embezzlements, but also in connec- 
tion with loans, investments, and other transactions. 
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BANKING LAWS 

In different parts of the text reference has been made to 
restrictions and regulations imposed by law upon the operation 
of banks and trust companies. National banks are subject to 
the National Bank Law and its amendments and to the Federal 
Reserve Act and its amendments. State banks and trust 
companies which are members of the Federal Reserve System 
are subject to the provisions of the Federal Reserve Act and 
its amendments. In addition, they are also subject to the 
provisions of the state banking laws except where these laws 
have been amended so that certain provisions of the Federal 
Reserve Act are accepted in lieu of them. State banks and 
trust companies, not members of the Federal Reserve System, 
are, of course, only subject to the provisions of the laws of 
the state which created them. 

A knowledge of these laws is very essential, as an exami- 
nation cannot be complete without ascertaining the observance 
of statutory regulations. In the succeeding pages certain 
provisions of the National Bank Law and the Federal Reserve 
Act are presented. 

Provisions of National Bank and Federal Reserve Acts 

Restriction of Deposits with Other Banks “No member bank 

shall keep on deposit with any state bank or trust company which is not 
a member bank, a sum in excess of 10% of its own paid up capital and 
surplus.” (Sec. 19, F. R. A.) 

This applies to all member banks. 

Limitations on Loans — "The total liabilities to any association of 
any person, or of any company, corporation, or firm, for money bor- 
rowed, including in the liabilities of a company or firm the liabilities 
of the several members thereof, shall at no time exceed 10% of the 
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amount of the Capital Stock of such association actually paid in and 
unimpaired and 10% of its unimpaired Surplus Fund . Provided, how- 
ever that: 

1. The discount of bills of exchange drawn in good faith against 

actually existing values, including drafts and bills of exchange 
secured by shipping documents, conveying or securing title to 
goods shipped, and including demand obligations when 
secured by documents covering commodities in actual process 
of shipment, and also including bankers’ acceptances of the 
kinds described in Section 13 of Federal Reserve Act. 

2. The discount of commercial or business paper actually owned 

by the person, company, corporation or firm, negotiating the 
same. 

3. The discount of notes secured by shipping documents, ware- 

house receipts, or other such documents, conveying, or secur- 
ing title covering readily marketable, nonperishable staples, 
including livestock, when the actual market value of the prop- 
erty securing the obligation is not at any time less than 115% 
of the face amount of the notes secured by such documents, 
and when such property is fully covered by insurance. 

4. The discount of any note or notes secured by not less than a 

like face amount of bonds or notes of the United States issued 
since April 24, 19x7, or certificates of indebtedness of the 
United States. 

shall not be considered as money borrowed within the meaning of this 
section. 

“The total liabilities to any association of any person, or of any 
company, corporation or firm, upon any note or notes purchased and 
discounted by such association and secured by bonds, notes, or cer- 
tificates of indebtedness, as described in item 4 hereof, shall not exceed 
10% of such Capital Stock and Surplus Fund of such association, and 
the total liabilities to any association of any person, or of any com- 
pany, corporation or firm, for money borrowed, including the liabilities 
upon notes secured in the manner described under item 3 hereof, except 
transactions in items 1, 2 and 4, shall not at any time exceed 25% of the 
association’s paid in Capital Stock and Surplus. 

“The exception made under item 3 hereof, shall not apply to the 
notes of any one person, corporation, firm or company, or the several 
members thereof, for more than six months in any consecutive twelve 
months.” (Sec. 5200, R. S., as amended.) 
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Limitation on Loans on Real Estate “Any National Bank not 

situated in a Central Reserve City may make loans secured by improved 
and unencumbered farm lands situated within its Federal Reserve Dis- 
trict, or within a radius of 100 miles of the place in which such bank 
is located, and may also make loans secured by improved and unen- 
cumbered real estate located within 100 miles of location irrespective 
of district lines.” 

Loans on farm lands not to exceed a maturity of five years. Loans 
on other real estate not to exceed a maturity of one year. 

The amount of loan in either case not to exceed 50% of the actual 
value of property offered as security* 

Total amount of such loans may be 25% of capital and surplus or 
one-third of time deposits, whichever the bank may elect. 

“The Federal Reserve Board shall have power, from time to time, 
to add to the list of cities in which National Banks shall not be per- 
mitted to make loans secured upon real estate.” (Sec. 24, F. R. A., as 
amended.) 

Definition of Deposits. — “Demand Deposits within the meaning of 
this act shall comprise all deposits payable within 30 days, and time 
deposits shall comprise all deposits payable after 30 days, all savings 
accounts and certificates of deposit which are subject to not less than 
30 days* notice before payment, and all postal savings deposits.” (Sec. 
19, F. R. A.) 

Penalty for False Certification of Checks. — “It shall be unlawful 
to certify any check drawn upon such Federal Reserve Bank or mem- 
ber bank unless the person, firm or corporation drawing the check has 
on deposit, with such Federal Reserve Bank, or member bank, at the 
time such check is certified an amount of money not less than the 
amount specified in such check.” 

Any check certified in violation of this section, however, becomes 
a lawful obligation of the bank, which certified it. 

State banks found violating this section may be subject to forfeiture 
of their membership, while national banks may be taken over by the 
Comptroller of Currency. 

Limitations on Holdings of Real Estate. — “A National Banking 
Association may purchase, hold and convey real estate for the following 
purposes and for no others : 

I. Such as may be necessary for its immediate accommodation in 
the transaction of business. 
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2. Such as shall be mortgaged to it in good faith by way of 
security for debts previously contracted. 

3* Such as shall be conveyed to it in satisfaction of debts previ- 
ously contracted in the course of its dealings. 

4. Such as it shall purchase at sales under judgment decrees, or 
mortgages held by the association, or shall purchase to secure 
debts due it. 

“But, no such association shall hold the possession of any real 
estate under mortgage, or the title and possession of any real estate 
purchased to secure any debts due to it, for a longer period than 5 
years.” (Sec. 5137, R. S.) 

Any officer, director, agent, or employee certifying check in vio- 
lation of this section is subject to the penalty imposed by the Revised 
Statutes — fine and imprisonment. (Sec. 5208 R. S., and Act June 21, 
1917, Sec. 3.) 

Powers of Acceptance. — Any member bank may accept drafts or 
bills of exchange having not more than six months to run, exclusive 
of days of grace, drawn upon them for importation or exportation of 
goods, or domestic shipments accompanied by title documents or ware- 
house receipts as follows : 

1. For any one person, firm or corporation up to an amount equal 

to not more than 10% of bank’s capital, and surplus, if unse- 
cured by either attached documents or other collateral. 

2. Aggregate acceptances at any one time shall not exceed 50% 

of bank’s capital and surplus, except that by permission of 
Federal Reserve Board such acceptances may equal 100%. 

3. Aggregate of domestic acceptances shall in no event exceed 

50% of capital and surplus of bank. 

Acceptances may be made for any one person, firm or corporation 
in excess of the 10% limitation noted above, but in such case they are 
ineligible for rediscount, unless the excess of 10% limitation remains 
actually secured throughout the life of the acceptance. 

Subject to regulations of Federal Reserve Board a member bank 
may accept drafts or bills of exchange having not more than three 
months sight to run, exclusive of days of grace, drawn upon it by 
foreign banks or bankers for purpose of furnishing dollar exchange 
up to an amount not exceeding $o% of its unimpaired capital and sur- 
plus. Aggregate of acceptances made for any one bank shall not 
exceed 10% of the combined capital and surplus of the accepting bank, 
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unless the excess is secured by some adequate security. (Sec. 13, F. 
R. A., as amended.) 

Circulation Privileges. — A national bank is permitted to issue up 
to the amount of its paid in capital circulating notes, secured by and 
not exceeding the par value of United States bonds deposited with the 
United States Treasurer. (Sec. 12, Act March 1900, as amended 
October 5, 1917.) 

Since the enactment of the Federal Reserve Act, national banks are 
not required to carry a minimum amount of circulating notes. (Sec. 
17, F. R. A., as amended.) 

National banks having outstanding circulation are required to carry 
with the United States Treasurer a fund equal to 5% of the outstanding 
circulation, as a redemption fund. They are also required to reimburse 
the Treasurer for cost of plates, transportation charges, etc. (Sec. 3, 
Act June 20, 1874.) 

Restriction on Indebtedness. — “No National Banking Association 
shall at any time be indebted, or in any way liable to an amount exceed- 
ing the amount of its capital stock, at such time actually paid in and 
remaining undiminished by losses, or otherwise, except on account of 
demands of the nature following : 

1. Notes of Circulation. 

2. Moneys deposited with or collected by the association. 

3. Bills of exchange or drafts drawn against moneys actually on 

deposit to the credit of the association or due thereto. 

4. Liability to stockholders of association for dividends and reserve 

profits* 

5. Liabilities incurred under the provisions of the Federal Reserve 

Act. 

6. Liabilities incurred under the provisions of the War Finance 

Corporation Act. 

7. Liabilities created by the indorsement of accepted bills of ex- 

change payable abroad actually owned by the indorsing bank 

and discounted at home, or abroad.” (Sec. 5202, R. S., F. R. 

A., Sec. 13.) 

Lawful Reserve Requirements. — “In estimating the balance re- 
quired by this act, the net difference of amounts due to and from other 
banks shall be taken as the basis for ascertaining the deposits against 
Which 4 the required balance with the Federal Reserve Bank shall be 
determined.” 
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Every member bank must maintain reserves as follows : 

A. Banks not in a reserve or central reserve city : 

7% of demand deposits in federal reserve bank of district 
3% of time deposits in federal reserve bank of district 

B. Banks in a reserve city: 

io% of demand deposits in federal reserve bank of district 
3% of time deposits in federal reserve bank of district 

A bank located in the outlying district of a reserve city or in terri- 
tory added by the extensions of its corporate charter, may hold, upon 
the approval of five members of the Federal Reserve Board, the re- 
serves required of banks specified in “A” above. 

C. Banks in a central reserve city : 

13% of demand deposits in federal reserve bank of district 
3% of time deposits in federal reserve bank of district. 

A bank located in the outlying district of a central reserve city, or 
in territory added by the extension of its corporate chapter, may hold, 
upon the approval of five members of the Federal Reserve Board, 
reserves required of banks specified in “A” and “B” above. 

Reserve funds in federal reserve banks may be checked against to 
meet existing liabilities, but “no bank shall at any time make new loans 
or shall pay any dividends unless and until the total balance required 
by law is fully restored.” 

The Federal Reserve Board is given the authority to classify the 
cities as central reserve, reserve and others. (Sec. 19, F. R. A., as 
amended.) 

The redemption fund carried with the United States Treasurer, 
allowed as part of the » reserve under National Bank Act, cannot now 
be considered a part of the lawful reserve. (Sec. 20, F. R. A.) 

There is no reserve required on “deposits of public money by the 
United States in designated depositaries.” (Sec. 7, Act April 24, 
1917.) 

No member bank shall keep on deposit with a non-member bank 
more than 10% of its own capital and surplus. (Sec. 19, F. R. A.) 

The above applies to all member banks. 

Legal Investments.— None specified, other than limitation on mort- 
gages and real estate. 

Capital Requirements. — Where the population of the place in 
which the bank is to be located does not exceed 3,000, with the per- 
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mission of the Secretary of the Treasury, the minimum capital stock 
may be $25,000. 

Where the population of the place in which the bank is to be located 
does not exceed 6,000, with the permission of the Secretary of the 
Treasury, the minimum capital stock may be $50,000. 

Otherwise the minimum capitalization shall be $100,000, except 
that where the population exceeds 50,000, the minimum capitalization 
will be $200,000. (Sec. 5138, R. S., as amended.) 

Shares have a par value of $100 each. (Sec. 5139, R. S.) 

The above applies to national banks. 

National banks are not permitted to purchase, or lend on their own 
capital stock. (Sec. 5201, R. S.) 

State banks must meet above requirements before becoming mem- 
bers of the Federal Reserve System. (F. R. A. as amended, June 21, 
1917, Sec. 3.) 

Dividends. — “The directors of an association may semi-annually 
declare a dividend of so much of the net profits of the association as 
they shall judge expedient, but each association, shall, before the 
declaration of a dividend carry 1/10 part of its net profits of the pre- 
ceding half year to its Surplus Fund, until the same shall amount to 
20% of its Capital Stock.” (Sec. 5199, R. S.) 

The above also applies to state banks which have become members 
of the Federal Reserve System. (F. R. A. as amended, June 21, 1917, 
Sec. 3.) 

No dividends can be paid by member banks while the lawful reserve 
is deficient (F. R. A. as amended, June 21, 1917.) 

Unearned dividends or distribution of any part of capital is pro- 
hibited. “No dividend shall be made by any association while it con- 
tinues its banking operations, to an amount greater than its net profits 
then on hand, deducting therefrom its losses and debts.” (Sec. 5204, 
R. S.) 

Qualifications of Directors — “Every director must, during his 
whole term of service, be a citizen of the United States, and at least 
three-fourths of the directors must have resided in the state, territory, 
or district in which the association is located, or within 50 miles of the 
location of the office of the association, for at least one year immedi- 
ately preceding their election, and must be residents of such state, or 
within a 50-mile territory of the location of such association during 
their continuance in office. Every director must own in his own right 
at least ten shares of the capital stock of the association of which he is 
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a director, unless the capital of the bank shall not exceed $25,000, in 
which case he must own in his own right at least five shares of such 
capital stock. Any director who ceases to be the owner of the required 
number of shares of the stock, or who becomes in any other manner 
disqualified, shall thereby vacate his place.” (Sec. 5146, R. S., as 
amended.) 

There must be at least five directors, who shall be elected annually 
in January. “The directors shall hold office for one year, and until 
their successors are elected and have qualified.” (Sec. 5145, R. S.) 

“Any vacancy in the board shall be filled by appointment by the 
remaining directors and any director so appointed shall hold his place 
until the next election.” (Sec. 5148, R. S.) 

An oath of office is required of each director as elected, which is 
forwarded to the Comptroller of Currency. (Sec. 5147, R. S.) 

Statutory Bad Debts.— “All debts due to any association on which 
interest is past due and unpaid for a period of six months, unless the 
same are well secured and in process of collection shall be considered 
bad debts within the meaning of this statute.” (Sec. 5204, R. S.) 

Miscellaneous.— National banks are not permitted to make any con- 
tributions to political campaigns. (Act January 26, 1907.) 

Officers, directors, or employees cannot receive commissions or gifts 
in connection with the arranging or granting of a loan. This applies 
to all member banks. (Act September 26, 1918.) 

Interest Rates. — Interest rate charged by national banks shall be 
the legal rate of the state in which located. If no legal rate the limit 
shall be 7% “and such interest may be in advance.” (Sec. 5197, R. S.) 

The rate of interest paid by member banks to officers, directors and 
employees, must not exceed that paid to others. (F. R. A., September 
26, 1918.) 

Membership of State Banks — State banks whose financial condi- 
tion, general management, and corporate powers exercised are approved 
by Federal Reserve Board may become members. 

State banks which become members may retain their charter and 
state statutory rights and may continue to exercise all corporate powers 
granted by the state, subject to the provisions of the Federal Reserve 
Act. 

State banks upon becoming members shall conform to the pro- 
visions of the National Bank Act which prohibits lending on or pur- 
chasing their own stock and which relates to withdrawal or impair- 
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ment of capital stock and payment of unearned dividends; and shall 
be subject to rules of Federal Reserve Board. 

Capital and reserve of applying state banks must meet the require- 
ments of national banks under the National Bank Act. (F. R. A., 
June 21 , 1917.) 

Right of National Banks to Operate Trust Departments. — 
National banks, may by special permission of the Federal Reserve 
Board, act as trustee, executor, administrator, and registrar of stocks 
and bonds or in any fiduciary capacity in which state banks, trust com- 
panies or other corporations which come into competition with national 
banks, are permitted to act under the laws of the. state in which the 
national bank is located. 

If a state permits state banks, trust companies, or other corporations 
which compete with national banks, to exercise any of the foregoing 
fiduciary powers, the exercise of such powers by national banks shall 
not be deemed to be in contravention of any state or local law. 

All assets held by a national bank in any such fiduciary capacity 
shall be segregated from the general assets and a separate set of books 
kept which shall be open to inspection by the state authorities to the 
same extent as those of corporations exercising similar powers under 
state laws. 

National banks shall not receive in their trust departments deposits 
of current funds subject to check or deposits of checks, drafts, bills 
of exchange, or other items for collection or exchange purposes. 
Separate accounts shall be kept for funds held in trust, carried in a 
separate account, and unless United States bonds or other securities, 
approved by the Federal Reserve Board, are first set aside in the trust 
department, such funds shall not be used in the conduct of the business 
of the bank. 

Deposits of securities required by state laws for the protection of 
trusts, shall be similarly made by national banks. 

National banks associations are prohibited from lending trust funds 
to any officer, director or employee. 

In granting permission to act as a fiduciary, the Federal Reserve 
Board may consider the capital and surplus, and needs of the com- 
munity, but no permit shall be granted if the capital and surplus of the 
applicant is less than that required of state institutions exercising 
similar powers. (F. R. A., Sept. 26, 1918.) 
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Acceptances, 180-189 
bank's liability, 180 
foreign exchange department, 327 
limitations to execution, 186 
loans by means of, 185 
outstanding, _ 
determination, 187 
schedule, 187 
form, 188 

Accounting Methods, 
acceptances, 181 
certified checks, 24s 
fixed assets, 194 
letters of credit, 181 
Accounts, 

due to other banks, 218 
operation of, correspondent banks, 
SI 

Accounts Receivable, Loans Secured 
by, 93 

Accrued Expenses, Liability for, 336 
Accrued Income, Examination, 334 
Accrued Interest, 
adjustments, 340 
borrowings by bank, 260 
certificates of deposit, 243 
mortgages, 168 
form, 169 
not yet due, III 
verification, 108 

not yet received, examination, 143 
payable, 336 
examination, 336 
savings dubs, 252 
Accrued Taxes, Liability for, 336 
Adding Machines, Manipulations, 
201 

Amortization, 

bond premiums and discount, 153, 
288 

Analysis, Loans, 96 
Appreciation, Securities, 127 
Assets, Bank, 10 
Audit, 

continuous internal, as safeguard, 
4 * 

program, 359-39? 

Auditors, Protection Afforded by, 
443 


Bad Debts, 
loans, 105 
statutory, 106 
Balance Sheet, 
analysis, 412 

in examiner's report, 426, 429 
Bank Notes, Issue of by National 
Banks, 4 

Banking Department, Trust Com- 
pany, 6 
Banks, 

assets, 10, 334-347 
balance sheet, analysis, 412 
banking house, 
encumbrances on, 195 
valuation, 192 

bond departments, examination, 151 
borrowings, 
accrued interest, 260 
liability as shown on books, 254 
questionnaire, 259 
form, 259 
review of, 260 
schedule, 258 
form, 258 

verification by correspondence, 
256 

budgets, 41 1 

capital expenditures, 34s 
commercial, 
national banks as, 3 
savings departments, 226 
construction work, liability, 337 
correspondent (See “Correspond- 
ent Banks") 

day and night, time of examina- 
tion, 42 

departmental organization, 7 
departmental statements, 412 
deposits as chief liability, 198 
employees, bonding, 337 
employees, vacations, 337 
expenses, 341 
analysis, 344 
interest paid, 342 

funds due trust departments from, 
283 

income, miscellaneous items, 341 
income account, verification, 338 
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Banks ^—Continued 
income and expense statement, 
340, 345 
form, 346 

interest, earned but not collected, 
334 

issuing letters of credit, liability, 
180 

laws, 467-475 
liabilities, 10, 334-347 
liability for acceptances, 180 
limitation on holding real estate, 
191 

loans from other banks, verifica- 
tion, 50 
losses, 345 

money borrowed by, examination, 

254 

national, 3 

officers, bonding, 337 
operating expenses, 342 
organization, 3-1 1 
private, 7 

ratios, 394-418 (For detailed index 
see “Ratios”) 

sale of securities with agreement 
to repurchase, 261 
savings, 6 
mutual, 7 
state, 5 
reserves, 277 
trust companies, 5 
types, 3 

unincorporated, 7 

Bills of Exchange, Advances against, 

325 

Bond Departments, 
examination, 15 1 
operated by national banks, 4 
Bonding, Bank employees and offi- 
cers, 337 

Bonds (See also “Securities”) 
accrued interest, 143, 150 
errors, 150 

working sheet, 144, 145 
borrowed, to secure national bank 
notes, 177 
classification, 130 
discount, amortization, 153 
earnings, analysis, 136 
form, 137 
in default, 
scheduling, 140 
form, 14 1 
valuation, 126 
inspection, 113-128 
interest, internal consideration, 460 


Bond s^Continued 
internal control, 450 
investment, analysis of earnings, 

138 o 

form, 138 

local companies, valuation, 90 
maturity, analysis, 135 
form, 135 

maturity dates, analysis, 133 
premium, amortization, 153, 288 
purchased at premium, amortiza- 
tion, 178 
schedules, 13 1 
data for, 116 
form, 132 

to secure bank note circulation, 177 
trust department, 286 
as trustee for, 296 
on hand, 299 
Book Value, 

not accepted for valuation of 
securities, 122 
securities, 119 

Books of Original Entry, Registers 
as, 9 

Borrowings, 

bank, 

accrued interest, 260 
examination, 254 
liability as shown on books, 254 
questionnaire, 259 
form, 259 
review, 260 
schedule, 258 
form, 258 

borrower’s complete line, 77 
form, 76 

directors’ excessive, 271 
Branch Banks, 
cash, verifying, 39 
cash count, report schedule, 37 
preliminary survey, 13 
prohibited to national banks, 4 
state banks, restrictions, 5 
Budgets, Bank, Use of, 411 
Building, 

expenses of maintenance, 196 
valuation, 193 

Building Corporation, Bank’s Invest- 
ment in, 196 

C 

Call Statements, 357 

Capital Expenditures, Banks, 34s 

Capital Loans, 96, 102 

Capital Requirements, State Banks, 5 
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Capital Stock, 
certificates, checking, 262 
control of records, 263 
examination, 262-265 
holdings of officers and directors, 
264 

internal control, 459 
manipulation, 262 
Cash, 24-43 
count, 

balancing with cash account in 
ledger, 32 
branch banks, 39 
necessity for caution, 42 
necessity for simultaneous, 25 
petty cash, 40 

presence of representative of 
bank during, 29 
report schedule, 37 
form, 37 

report schedule on petty cash, 40 
form, 37 
schedule of, 29 
form, 30 

sealing subsequent to, 31 
without aid of assistants, 31 
counting of, 15 

foreign exchange department, 317 
in vault, internal control, 444 
including with exchanges, 49 
location of, 24 
making the count of, 27 
manipulation through exchanges, 

48 

new, tracing source of, 33 
paying teller's, internal control, 
445 

sealing of, 20, 21 
teller’s, 445 
trust departments, 284 
inspection and verification, 282 
vault, counting of, 31 
Cash Account, 

adjustments on day of examination, 
investigation of, 33 
Cash Book, 9 
Cash Items, 24-43 
checking of, 34 
definition, 34 

exchanges included in, 44 
incorrect use of, 35 
internal control, 447 
listing of, 30 
report schedule, 37 
Cashier’s Checks, 
internal control, 457 


Cashier’s Checks — Continued 
manipulation, 251 
outstanding, list of, 249 
form, 249 
verification, 248 
of items in bulk, 250 
Certificates of Deposit, 
accrued interest, 243 
general ledger account, 239 
inspection of methods in use, 241 
internal control, 241, 458 
manipulation, 239 
outstanding, 235 
paid, verification, 237 
record, 234 
register, 237 
stubs, examination, 236 
unpaid items, schedule, 238 
form, 238 

verification, 234-244 
Certified Checks, 
manipulation, 246 
verification, 245-253 
Chattel Mortgage, as Collateral, 92 
Checks, 

cashier’s, ( 
internal control, 457 
list of outstanding, 249 
form, 249 
verification, 248 

verification of items in bulk, 250 
certified, verification, 245-253 
controlling account, 250 
dividend, liability for outstanding, 
252 

expense, examination, 252 
liability, unknown, 251 
on local banks, verification of, 35 
post-dated, not cash items, 36 
sent out of town, verification, 47 
to officers or employees, not cash 
items, 36 
treasurer’s, 
internal control, 457 
list of outstanding, 249 ' 
verification, 245-253 
verification of items in bulk, 250 
Christmas Clubs, Verification of De- 
posits, 230 
Circulation, 

national bank notes, 176 
bonds securing, 177 
profit on privilege, 178 
Clearing House, Exchanges Sent 
through, 45 
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Coin, 

bags under seal of Federal Reserve 
Bank, 27 
wrapped, 
count of, 27 
form in which, 29 
Collateral, 

accounts receivable, 93 
chattel mortgage as, 92 
condition or sufficiency, exceptions, 
9i 

duty of examiner regarding, 63 
listing, 69 

manipulation, 70, 84 
placed elsewhere for safekeeping, 
letter of verification, 88 
form, 88 
verification, 87 
pledged, filing, 66 
sealing of, 21 

securities, local companies, valua- 
tion, 90 

shipping documents, 92 
sighting of, 81 

stock exchange, valuation, 90 
substitutions, records of, 82 
sufficiency of, 90 
trust receipts, 92 
valuation, 63, 90-112 
verification, necessity for, 83 
warehouse receipts, 92 
Collection Items, 
correspondent banks, 58 
foreign exchange department, 325 
letter of verification, 59 
form, 60 

location of, necessity for obtain- 
ing, 60 

reviewing differences, 61 
schedule of, 59 
form, 59 

Commercial Banks, 
savings departments, 226 
state banks as, 5 
Commercial Deposits, 198-223 
cross-entries, 220 
inactive accounts, 
separate controlling accounts, 
2r6 

where direct verification is im- 
possible, 217 

which have been closed, 216 
internal control, 452 
interest on, 227 
manipulation, 21 1, 214 
overdrafts, 220 


Commercial Deposits — Continued t 
requests for confirmation, manipu- 
lation, 208 
trial balance, 199 
not conclusive, 201 
verification, 

accounts not covered by direct, 
211 

accounts of bank carried in de- 
posit ledger, 218 
by correspondence, 203 
by correspondence, directors' 
permission, 204^ 
checking out replies, 210 
dormant accounts, 214 
inactive accounts, 214-218 
inactive accounts, not segregated, 
217 

minimum, 199 
monthly, 210 
partial, 203 

requests with regular monthly 
statements, 206 

sending of special statements, 
205 

form, 206 

when pass books are in use, 212, 
213 

Commercial Paper, Filing, 73 
Compensation, Directors, 273 
Consols, 

of 1930, national bank notes se- 
cured by, 177 
Construction Loans, 173 
Construction Work, Banks, Liability, 
337 

Control (See “Internal Control”) 
Controlling Account (See also “In- 
ternal Control”) 
checks issued, 250 
comparison of loan schedules with, 
74 

loans, 95 

mortgage schedule checked against, 
161 

Corporate Trusts, 
agency division, 300 
trust department, total of, 298 
verification, 296 
Correspondent Banks, 51-62 
classes of, 51 
collection items, 58 
schedule of, 59 
form, 58 

correspondents* accounts, letter of 
verification, 53 
form, 53 
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Correspondent Banks — Continued 
correspondents' accounts — continued 
period # covered by statement, 54 
reconciling of, 56 
form, 55 
schedule of, 52 
form, 52 

statements in bank not to be 
accepted, 54 
current transactions, 57 
drafts, 

accounting, 57 
examination of, 56 
Federal Reserve Bank, sums due 
from, 62 

internal control of accounts, 447 
loans to other banks, 61 
operation of accounts, 51 
reserve accounts, 53 
statements delayed, 58 
Correspondents' Accounts, Schedule 
of, 52 
form, 52 
Coupons, 

bonds of trust department, 286 
inspection of, 117 
Credit Lines, Diversification, 106 
Currency, 
counting of, 27 
packed, form in which, 29 
unissued, inspection of, 176 

D 

Daily Proof Sheet, Teller's, 25 
form, 28 

Default, Mortgages in, 170 
Deferred Charges, Examination, 334 
Deferred Income, Discounted Notes, 
no 

Demand Notes, Filing, 65 
Departmental Statements, 412, 428 
Deposit Ledger, 

accounts of bank carried in, 2x8 
Deposits (See also “Commercial De- 
posits," “Savings Deposits'') 
certificates of (See “Certificates of 
Deposit") 

composition of, 402 
liabilities, inclusions in, 198 
manipulation, 200, 202 
reserves against, 274 
verification, requests without state- 
ments, 207 
form, 208 


Depreciation, 
reserve, securities, 127 
securities, reserves, 120 
Directors, 266-273 
approval of examiner's report, 439 
attendance at meetings, schedule, 
267 

form, 267 

borrowing by, excessive, 271 
call statements, 357 
capital stock holdings, 264 
compensation, 273 
conference with on loans, 97 
duties, 348 
examinations, 273 
examiner’s duty regarding, 266 
information concerning, schedule, 
270 

form, 270 

knowledge of own bank, 352 
liability, 268, 272 
loan liabilities, 268 
loans, approval by, 93, 108 
meetings, inspection of minutes, 
271 

obligations, schedule, 269 
form, 269 

of banks, loans to, 103 
paper of, inclusion in report 
schedule on cash items, 38 
permission for verification of de- 
posits by correspondence, 204 
qualifications, 266 
report, form of, 419-423 (See 
“Report”) 

valuation local securities by, 125 
Directors’ Examinations, 348-358 
directors'-accountants’ examina- 
tions, 357 
importance, 348 
legal requirements, 350 
outline by comptroller of currency, 
354 

reasons for failure, 350 
Discount, 

bond, amortization, 153 
classification, 98, 100 
definition, 63 
examination, time of, 64 
internal control, 448 
listing, 63-89 
listing, method, 8r 
notes, deferred income, no 
unearned, examination, 335 
Dividend Checks, Outstanding, Lia- 
bility for, 252 

Dividends, Authorizations, 264 
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Drafts, 

accounting for, 57 
examination, 56 

hand numbered, disapproved, 57 
manipulation, 319 
signed in blank, disapproved, 57 
verification, 319 

E 

Earnings, 

bonds, analysis, 136 
form, 137 

comments on, in examiner’s report, 
43 L 

stocks, 138 
unit of measure, 399 
Examination, 

complete, necessity for, 18 
data required, 12-17 
date, necessity for secrecy regard- 
ing, 34 
order of, 15 
preliminary survey, 12 
program, 359-393 
routine, laying out of, 14 
simultaneous, 19 
starting of, 18-23 
at beginning of banking day, 40, 

• 4 \ 
time of, 25 

Examiner, 

as statement clerk, 212 
personality, 16 
qualifications, 16 
report (See “Reports”) 

Exchanges, 44“49 
checking, 45 

checks sent out of town, 47 
included in cash items, 44 
inclusion of cash with, 49 
letter of verification, 46 
form, 46 

manipulation of cash through, 48 
precautions to prevent changes, 47 
sale and purchase, 322, 323 
schedule, 45 
form, 45 
sealing of, 20 

sent through clearing house, 45 
watching, importance of, 44 
Expenditures, Capital, Banks, 345 
Expense Checks, Examination, 252 
Expenses, 

accrued, liability for, 336 
analysis, 344 
banks, 341 


Expenses — C ontimed 
banks — continued 
income and expense statement, 

345 „ 

form, 346 
interest paid, 342 
internal control, 461 
operating, 342 

F 

Federal Reserve System, 
limitations on acceptances, 185 
national banks as members, 4 
reserves, 274 
computation, 275 
form, 276 

penalties for deficiencies, 275 
state banks as members, 5 
sums due from, 62 
trust companies, as members, 6 
Fidelity Insurance and Surety De- 
partment, 
examination, 312 
reserves, 313 

risks, released and cancelled, 313 
Files, 

number and location, preliminary 
survey, 12 
Filing, 
collateral, 66 
mortgages, 159 
notes, 65 

Financial Condition, 
comments on, in examiner’s report, 
429 

Fire Insurance, 
fixed assets, examination, 194 
mortgaged property, 165 
real estate other than banking 
house, 190 
Fixed Assets, 
accounting methods, 194 
banks, valuation, 192 
Foreign Exchange Department, 315— 
333 

acceptances, 327 
account on general books, 315 
accounts with foreign banks and 
bankers, 318 
form, 320 

advances against bills of exchange, 
325 

cash and foreign currencies, 317 
collection items, 323 
customers’ deposits in foreign 
banks, 330 
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Foreign > Exchange Department— 
Continued 
expense,. 331 
foreign investments, 330 
general considerations, 333 
income, 331 
letters of credit, 326 
nostro and vostro accounts, 318 
purchase of exchange, 322 
report, 333 

sales of exchange, 323 
spot and future positions, 328 
time bills purchased, 325 
travelers* checks, 326 
work, 315 

Foreign Investments, 
foreign exchange department, 330 

G 

General Ledger, 
accounts postings, 337 
items in, 8 

Government Bonds, 
of 1925 national bank notes se- 
cured by, 177 

H 

Hours, 

banking, preliminary survey, 12 

I 

Imprest Funds, Count, 40 

Income, 

account, verification, 338 
accrued, examination, 334 
banks, 

miscellaneous, 341 
statement, 34s 
form, 340 

deferred, discounted notes, no 
from investments, 
factors in determination, 148 
internal control 130, 156 
verification, 140 
from loans, verification, 108 
from mortgages, verification, 168 
from trust department, 302 
internal control, 460 
statements of, 340 
title insurance departments, ac- 
counting for, 311 

trust, verification of collection, 294 
trust assets, internal control, 4 62 
which should have been received, 
computation, 149 


Income Account, Analysis, 339 
Inspection, Bonds, 113-128 
Insurance, 

property covered by judgments, 
172 

safekeeping department, 307 
Interest, 
accrued, 

adjustments, 340 
bonds, 143, 150 
working sheet, 144, 145 
borrowings by bank, 260 
but not due, in 
but not due, verification, 108 
but not received, examination, 
143 

certificates of deposit, 243 
mortgages, 168 
form, 169 
savings clubs, 232 
bond, internal control, 460 
collected not earned, examination, 
335 

commercial deposits, 227 
earned but not collected, 334 
paid, banks, 342 
payable, accrued, 336 
unearned, no 
verification, 228 

Internal Control, 440-463 (See also 
“Controlling Account”) 
banks, 
large, 441 
small, 441 
bonds, 450 
interest, 460 
capital stock, 459 
cash, 

in vault, 444 
paying teller’s, 445 
teller’s, 445 
cash items, 447 
cashier’s checks, 457 
certificates of deposit, 458 
commercial deposits, 452 
correspondent banks, 447 
discounts, 448 
examiner’s review, 442 
expense items, 461 
general considerations, 459 
income, 460 
loansj 448 
principles, 443 
review by examiner, no 
savings accounts, 455 
securities, joint, 154 
stock, 450 
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Internal Control — Continued 
treasurer’s checks, 457 
trust assets, 461 
income on, 462 
value of, 440 

Investment Department, State Banks, 
5 

Investments, 
banks, scope of, 113 
classification, 129 
diversification, 129 
statement, 130 
form, 131 

foreign, foreign exchange depart- 
ment, 330 
income from, 
control, 156 

factors in determination, 148 
verification, 146 
internal control, 154 
loans under guise of, 104 
mortgages, limitation on, 158 
restrictions, 
national banks, 3 
savings banks, 6 
savings banks, 6 
sealing of, 21 
trust department, 
supervision of, 291 
verification, 285 
form, 285 

Items, 

in their files, various, 22 
sealing of, IS 

to be examined, determination of, 

14 

J 

Journal Cash Book, 9 

Judgments, 158-175 
entered or recorded, 172 
insurance of property covered by, 
172 

L 

Land, Valuation, 193 

Lapping, Detection of, 42 

Laws, Banking, 467-475 

Ledger, Balancing Cash Count with, 
32 

Letters of Credit, 180-189 
cash, schedule, 184 
form, 185 


Letters of Credit — Continued 
foreign exchange department, 326 
liability of bank of issuance, 180 
schedule, 182 
form, 183 

security for outstanding, 184 
travelers’, 184 
schedule, 184 
form, 185 
verification, 184 
use of, 180 
verification, 182 
Letters of Verification, 46 
approval of officer for, 53 
borrowings by bank, 257 
form, 257 

checking returned, 48 
collateral placed elsewhere for 
safekeeping, 88 
collection items, 59 
form, 60 

correspondents’ accounts, 53 
form, 53 

return address, 54 
• false,, 49 
form, 46 
loans, 84 

checking replies, 87 
form, 84, 85 
not returned, 88 
return address for, 50 
securities deposited outside bank, 
119 

form, 119 

Liabilities, Bank, 10 
Liability Ledger, 

comparison of borrower’s line 
with, 78 

insufficient for showing borrower’s 
complete line, 77 
use of as schedule, 79 
Lien, 

construction loans, 173 
protection against, 166 
Loans, 

accrued interest not yet due* m 
analysis, 96 

items which should receive spe- 
cial attention, 99 
approval by directors, 93, 108 
by means of acceptances, 188 
capital loans, 102 
classification, 90-112 
by examiner, 63 
collateral, 

periodical checking, 92 
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Loans-*-C ontinued 
collateral — continued 
warehouse receipts, 92 
conference with directors on, 9 7 
construction, 173 
controlling account, 95 
definition, 63 
demand, 
losses from, 97 
schedule, 75 
form, 76 

director’s liability, 268 
documents, types of, 63 . 
duty of examiner regarding, 63 
examination, time of, 64 
falling due day following exami- 
nation, 64 

from other banks, verification of, 
50 

in excess of legal limit, 10 1 
income from, verification, 108 
internal control, 448 
investments in local companies as, 
126 

large lines, 100 
letter of verification, 84 
form, 84, 85 
checking replies, 87 
listing of, 63-89 
loose-leaf method, 79 
form, 80 
methods, 81 

losses, ascertainment, 105 
merchandise, 92 
miscellaneous, 107 
note register, 94 
overdrafts as, 220 
participation, examination, 73 
past-due, 104 

previously charged off, in 
ratio of different classes, 99 
real estate, 

no restriction for state banks, 5 
restrictions for national banks, 3 
schedules, not sufficient, 74 
so-called capital, 96 
to officers and directors, 103 
to other banks, 62 
types of, 63 

under guise of investments, 104 
verification, 
by bank, 86 
partial, 86 
Losses, 
banks, 345 

loans, ascertainment, 105 


M 

Manipulations, 
adding machine, 201 
cash, 

poorly sealed, 33 
through exchanges, 47 
cash items, 36 
cashier’s checks, 251 
certificates of deposit, 239 
certified checks, 246 
collection items, 60, 61 
commercial deposits, 21 r, 214 
depositors’ accounts, 200, 202 
deposits, requests for confirmation, 
208 

drafts, 57, 319 
exchanges, 41, 44, 47 
inactive accounts, 214 
interest expense, 228 
over and short account, 39 
redemption fund, 177 
safekeeping department securities, 
304, 307 
securities, 117 
stock certificates, 262 
treasurer's checks, 251 
trust department funds, 284, 287 
wrapped coin, 27 

Market Value, Not Used for Col- 
lateral, When, 91 
Maturity, 

bonds, analysis, 135 
date, 133 
form, 134 
form, 135 ’ 

Merchandise Loans, 92 
Mortgages, 158-175 
agreement, 163 

appraisal, real estate covered by, 
165 

definition, 158 

fire insurance accompanying, 165 
in default, 170 
income, verification, 168 
interest, accrued, 168 
form, 169 

investments, limitation on, 158 
large, 167 
listing, 159 
loose-leaf slip, 160 
form, 161 
manipulation, 164 
not paid at maturity, 171 
paper connected with, examination, 
163 

partial payments, 162 
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Mortgages — C ontinued 
participation, 172 
payments, schedule, 169 
form, 169 

protection against liens, 166 
real estate carried as, 171 
recording, 164 
report data, 174 
requirements, summary, 167 
schedule, 159 

checking against controlling ac- 
count, 16 1 
form, 160 
second, 164 
title, 163 

trust department, verification, 289 
verification by letter, 174 
Mutual Savings Banks, 7 

N 

National Banks, 3 
circulation, 176 

limitations on holding real estate, 

191 

mortgages held by, limitation, 165 
redemption fund for notes, 176, 
177 

Note Files, Sealing of, 21 
Note Register, 
footing, 95 
use of, 94 
Notes, 
amount, 70 

as evidence of loans and discounts, 

63 

commercial paper, filing of, 73 

discounted, deferred income, no 

dishonored, not cash items, 36 

filing, 65 

forged, 67 

inspection, 66 

legal form, 66 

listing, 68 

manipulation, 70 

miscellaneous, examination, 73 

national banks, redemption fund, 

176, 177 

one name, filing of, 73 
out for collection, 72 
past-due, 71 
not cash items, 36 
renewed, 71 
schedule, form, 68 
form, 69 
sealing, 63, 65 


N otes — Continued 
two-name, listing, 68 
Notes Payable, Schedule, 255 
form, 255 

O 

Officers of Banks, 
bonding, 337 

capital stock holdings, 264 
loan liabilities, 268 
loans to, 103 

paper of, inclusion in report 
schedule on cash items, 38 
Operating Expenses, 342 
“Over and Short Account/' 26 
analysis, 38 
Overdrafts, 112 
as loans, 220 

policy, of bank regarding, deter- 
mination, 221 
schedule, 220 
form, 221 
secured, 222 
trust department, 294 
unsecured, 220 

P 

Panama Canal Bonds, National Bank 
Notes Secured by, 177 
Participation Loans, Examination, 73 
Participation Mortgages, 172 
Pass Books, 
savings deposits, 
calling in, 225 
inspection, 225 

verification of deposits, 212, 213 
Past-Due Loans, 104 
Past-Due Notes, Schedule, 71, 72 
Petty Cash Funds, Count, 40 
Premiums, Bond, Amortization, 153 
Prepaid Items, Examination, 334 
Profit, Circulation Privilege, Na- 
tional Bank Notes, 178 

R 

Ratios, 

bank, 394-418 
deposit, 417 

discounts to deposits, 414 
earnings on capital, 397 
earnings to stockholders* capital, 
398 

expenses to deposits, 407 
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Ratios — Continued 
gross earnings to deposits, 401 
interest expense to deposits, 403 
loans to deposits, 414 
net earnings to deposits, 408 
of protection, 395 
salaries to deposits, 406 
stocks and bonds to deposits, 415 
stocks and bonds to total assets, 
415 

taxes to deposits, 407 
time and demand deposits to total 
deposits, 402 

use of in bank management, 394 
value of, 418 

Real Estate, 1 90-1 97 (See also “Title 
Insurance”) 

banking house, encumbrances on, 
195 

bank’s fixed assets, 192 
buildings, 193 

corporation, investment in, 196 
expense of maintenance, 196 
carried as mortgage, 17 1 
investment in, carried as original 
indebtedness, 192 
land, ip3 

limitations on holding, 191 
other than banking house, schedule, 
190 

schedule, 197 
form, 197 

trust department, verification, 290 
valuation, 192 
Records, Forms of, 7 
Redemption Fund, 
manipulation, 177 
national bank notes, 176, 177 
Rediscounts, Schedule, 255 
form, 

Registers, Departmental, 89 
Registrar, Trust Department as, 301 
Reports, 
directors’, 
form of, 4*9-423 
introduction, 419 
list of exceptions and criticisms, 
420 

schedules, 423 
statement, 419 
examiner’s, 433-439 
combining departmental state- 
ments, 428 
comments, 429, 435 
comparative balance sheet, 425 
form, 42$ 


Report s—C ontinued 
examiner’s — continued 
contents, 424 
directors’ approval, 439 
form, 425 

letter of presentation, 42s 
recommendations, 437 
schedules, 438 
statements, 427 

statement of surplus and undi- 
vided profit, 428 
trust department, 438 
form of, 419-439 
Representative of Bank, 
presence required during cash 
count, 29 

Reserve Accounts in Correspondent 
Banks, 52 
Reserves, 

against deposits, required, 274 
capital loans, 103 
depreciation, securities, 120, 127 
Federal Reserve System, 274 
computation, 275 
form, 276 

penalties for deficiencies, 275 
fidelity insurance and casualty de- 
partment, 313 
lawful, 274-278 
losses on loans, 105 
national banks, 4 

real estate carried as mortgage, 
172 

requirements, state banks, 5 
savings banks, 6 
state banks, 277 
title insurance, 310 
trust companies, 278 
Routine (See “Internal Control”) 

S 

Safe Deposit Department, 304-308 
operated by national bank, 4 
state banks, $ 

verification of earnings, 308 
Safe Deposit Vault, 
sealing of, substitute for, 22 
Safekeeping Department, 304-308 
audit of transactions, 306 
records, necessity for complete, 305 
securities, inspection of, 305 
manipulation, 304* 307 
verification by correspondence, 306 
Savings Accounts, 
internal control, 455 
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Savings Accounts — Continued 
verification* -working .papers, 224 
form, 224 
Savings Banks, 6 
mutual, 7 

Savings Departments, 
national banks, 6 
state banks, 6 
trust companies, 6 
Savings Deposits, 

Christmas clubs, 230 
clubs, accrued interest, 232 
commercial banks, 226 
inactive and dormant, 226 
interest paid on, 229 
internal routine, 226 
listing accounts, 231 
pass books, 
calling in, 225 
inspection, 225 
savings clubs, 230 
school savings accounts, 233 
special, 227 
verification, 224-233 
School Savings Accounts, Verifica- 
tion, 233 

Sealing of Items, 20 
at beginning of examination, 25 
cash, after count, 31 
collateral, 63 
exchanges, 44 
• importance, 65 
proper, necessity for, 23 
seal, 

form, 22 

numbering of, 22 
securities, 114, 118 
type of seal, 21 
vaults, substitute for seals, 23 
Second Mortgage, 164 
Securities, 
analysis, 129-157 
appraisal, 1x3-128 
appreciation, 127 
book value, 119 

changes in, verification of, I2J , 
classification, 129 ,, 
depreciation, reserves, ;20, 127 
diversification,', statement, 130 
form, 13 1 - 

examination, scope ,of, XI4, 
inspection, 113-128 
investment, diversification^ *29 
joint control, 154 ‘ 
letters of credit, 184 
local companies, valuation, 125 


Securities — Continued 
manipulation, 117 
not carried on books, 
manipulation, 142 
schedule, 141 
form, 142 
valuation, 142 

not on hand, examination, 118 
safekeeping department, inspection 

of, 305 

sale by bank with agreement to 
repurchase, 261 
schedules, 114, 131 
data for, 115 
forms, 132, 133 
sealing of, 114, 118 
sighting, bond department, 15 1 
trust department, control of, 300 
valuation, 122 
basis for other prices, 126 
bibliography, 125 
verification, 113 

Securities Left for Safekeeping, 
Sealing of, 21 

Settlement Sheet, Teller's, 25 
form, 28 

Shipping Documents, as Collateral, 
92 

Shortages, 

detection in preliminary stage not 
usual, 349 

habitual, examination of, 38 
Signatures, Notes, Verification, 67 
Sinking Funds, Trust Department, 
300 

State Banks, 5 
reserves, 277 

Statement Analysis, 394-418 
Statement Clerk, Examiner as, 212 
Stockholders' Meetings, Minutes, 
Review of, 265 

Stocks (See also “Capital Stock," 
“Securities") 
appraisal, 113-128 
inspection, 113-128 
internal control, 450 
■local companies, valuation, 90, 
non-dividend paying, X40 
return, rate of, 138 
schedules, t3r 
data for, 116 ■ 

. form, 133 
trust department, 288 
Surety Department, 3x2 
state banks, 5 

Surplus, Amounts Credited to, 265 
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T 

Taxes, Accrued, Liability for, 336 
Tellers, 

borrowing by, detection of, 42 
daily proof sheet, 25 
form, 28 

number and location of, prelimi- 
nary survey, 12 

Time Bills, Purchased by Foreign 
Exchange Department, 325 
Time Notes, Filing, 65 
Title Insurance Department, 309-31 1 
contingent liability, 310. 
income, accounting for, 311 
reserves, 310 
state banks, 5 
“title plant,” 309 
unsettled claims, 310 
Title, Mortgaged Property, 163 
Transfer Agent, Trust Department 
as, 301 

Travelers' Checks, Verification, 326 
Travelers' Letters- of Credit, 184 
schedule, 84 

« , 'form, 185. ■ ‘ 

verification, 184 
Treasurer's Checks, 
internal control, 457 
manipulation, 251 
outstanding, list of, 249 
verification, 245-253 
of items in bulk, 250 
Trust Assets, 

income on, internal control, 462 
internal control, 461 
Trust Companies, 5 (See also “Title 
Insurance”) 
reserves, 278 

Trust Department, 279-303 
as registrar and transfer agent, 301 
assets, miscellaneous, 291 
bonds, 286 

bonds on hand, inspection, 299 
cash, inspection and verification, 
282 

cash funds, tests, 284 
corporate trusts, 296 
agency division, 300 
total of, 298 
errors, 303 
function, 279 

funds due from banks, 283 
income from, 302 
individual trusts, 279 
investments, sealing of, 21 
super vision- 20 x 


Trust Department — Co ntinued 
investments, sealing of — continued 
verification, 285 
form, 285 

manipulation of funds, 1 ' 284 
mortgages, verification, 289 
operated by national bank, 4 
original sources, necessity of 
checking back, to, 292 
overdrafts, 294 
real estate, verification, 290 
records, 280 • 
review of system, 293 
report, 438 

securities, control, 300 
state banks, 5 
stocks, 288 ■ 

trust funds, principal of, 291 
trust general ledger, 282 
trustee for bond issues, 296 
trusts, distribution of, 295 
work of examiner, 280 
Trust Receipts, 
as collateral, 92 

securing acceptances, examination, 
189 
Trusts, 

collection of income on, verifica- 
tion, 295 

U 

Unearned Discount, Examination, 
335 

Unearned Interest, no 
Unincorporated Banks, 7 
Unissued Currency, Inspection of, 

176 

V 

Vacations, Bank Employees, 337 
Valuation, 
bonds, 

held by trust department, 286 
in default, 126 
buildings, 193 
collateral, 90-112 
when market value should not 
be used, 91 

foreign currency, 317 
land, 193 
real estate, 192 
mortgaged, 165 
securities, 122 
basis for other prices, 126 
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Valuation — Continued 
securities — continued 
bibliography, 125 
book values not accepted for, 122 
fair valuation, 123 
local companies, 125 
Verification, 

by letter, borrowings by bank, 256 
cash (See “Cash, Count”) 
certificates of deposit, paid, 237 
certified checks, 245-253 
circulation national banks, 176 
commercial deposits, 
checking out replies, 210 
minimum, 199 
monthly, 210 

when pass books are in use, 212, 
213 

correspondents’ accounts, letter of, 
53 

form, 53 
deposits, 

by correspondence, 203 
partial, 203 

requests with regular monthly 
statements, 206 


V erification — * Continued 
deposits — continued 
requests without statements, 207 
form, 208 

sending of special statements, 205 
form, 206 

inactive accounts, 214-218 
income from loans, 108 
interest expense, 228 
letters of credit, 182 
methods, determination of, 14 
mortgages, by letter, 174 
mortgages of trust department, 289 
savings deposits, 224-233 
securities, 113 
changes in, 12 1 
signatures, notes, 67 
treasurer’s checks, 245-253 
Vouchers, Expense, Not Cash Items, 
36 

W 

Warehouse Receipts as Collateral, 92 
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